The Shilling Puzzle 


Changes in the rates of income 

tax are normally announced in 

September, when the Budget is 
brought down, and they apply in the 
case of companies to incomes earned in 
the financial year ending on the pre- 
ceding June 30 (or substituted ac- 
counting period). This follows be- 
fause companies, unlike individuals, 
are not assessed on a pay-as-you-earn 
basis, but pay this year’s tax on last 
year’s income. 


” This system cannot have encouraged 
the early publication of company an- 
Twal reports. It is clear that a balance 
Bheet published before the Budget is 
brought down must include a provision 
for taxation based on a mere estimate 
of the rate of tax to be imposed. 


_ However, the rates of company tax 
Which are to apply to incomes earned 

n the financial year 1955-56 have been 
announced some six months earlier 
fan usual. An all-round increase of 
fone shilling in the pound was described 
is one of the anti-inflation measures 
Which the Government brought in last 
Month. But the premature announce- 
mt of this increase does not appear 
® have served any purpose other than 
0 make it clear that business, as well 
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as the private consumer, is expected to 
bear its share of the new tax burdens. 


Most company accountants and man- 
agements probably expected a rise in 
the company rate, but the extent of 
the increase would have been a matter 
of guesswork had not the Government 
decided to announce the new rate in 
March instead of September. It is 
true that the rate can be altered again 
in September but this seems unlikely 
in the extreme. It is reasonable to as- 
sume that, had the Government not 
made a final decision on the matter, no 
announcement at all would have been 
made for the present. To assume 
otherwise is to accuse the Government 
of unnecessarily misleading companies 
and their advisers. 


The fact that it was possible this year 
to announce the new company rates 
six months earlier than usual prompts 
the suggestion that the same timing 
should be observed when future 
changes are to be made. Company ac- 
countants and auditors will be assisted 
for reasons already indicated; so too 
will managements. The taxpayer de- 
serves this much consideration, that 
when the rate of tax is to be changed 
he should be told about it as soon as 
reasonably possible. 
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The Society’s General Council 
is to meet in Brisbane at the 
end of the month. Council will 
assemble on Monday, April 30, 
following the Queensland Division’s 
week-end convention at Toowoomba. 


Two technical activities have been 
arranged to coincide with the visit of 
Councillors to Brisbane. The lecture 
endowed by the Society in the Univer- 
sity of Queensland will be delivered at 
8.00 p.m. on Monday, April 30. The 
lecturer is Mr, E. A. Burley, F.A.S.A., 
of Sydney, and his subject is The 
Use of Accounting in Management. 


A technical session will be held on 
Tuesday, May 1, at 2.30 p.m., on the 
subject of No-par-value Shares. Mr. 
L. C. Voumard, B.A., LL.B., A.A.S.A., 
will lead the discussion 

The Society’s annual general meet- 
ing will be held on Wednesday, May 2, 
at 8.00 p.m., and General Council’s 
meetings will end on the following 
morning. 


Queensland members are invited to 
attend the technical activities that 
have been arranged. 


Convention Proceedings 


Printing difficulties and delays have 
held up the publication of the Pro- 
ceedings at the 1954 Convention of the 
Society, but the volume is now out, 
and those who have awaited its publi- 
cation for so long will find their 
patience has been amply rewarded. 


Fourteen papers were delivered at 
the Convention and these are published 
in full, together with the reviews, com- 
mentaries, and discussion that followed 
their delivery. The publication thus 
marshals contrasting viewpoints on a 
series of technical subjects of great 
interest. The subjects dealt with are: 
Capital for Private Enterprise under 
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Existing Economic Conditions; Con- 
tribution of Accounting to Manage. 
ment Controls; Accounting and the 
Public Accounts; Finance of Company 
Expansion; Application of Cost 
Accounting to Fields of Distribution 
and Administration; and Accounting 
Requirements in Companies Acts 


Those who have not previously 
ordered copies may still obtain them, 
at 15s. each, from the central office 
of the Society, 37 Queen Street, Mel 
bourne. 


Disqualification of auditors 


The recent amendment to the Vic- 
torian Companies Act has made a 
valiant attempt to ensure that auditors 
will be independent of directors by 
providing as follows: 

None of the following persons shall be 
qualified for appointment as auditor of a 
company :— 

(a) A director officer or employee of the 
company or of any holding or subsidiary 
company of the same holding company; 

(b) A partner or employee of any such 
director officer or employee of the com- 


pany or a partner of any such —— 


(c) A partner or employee of any 
employee of a director; 

(d) A person who is or becomes indebted 
to the company in an amount exceeding 
Two hundred and fifty pounds. 

Thus it appears, for example, that 
if A is employed by B, who is employed 
by C, who is a director of D Ltd., which 
is a subsidiary of E Ltd., which has 
another subsidiary, F Ltd., then A 
cannot be appointed auditor of F Ltd 
This is substantially in accordance 
with the requirements of the Associated 
Stock Exchanges. 


It has evidently been considered ut- 
necessary to extend the disqualification 
to a person who is a relative of 4 
director, although one would have 
thought the same considerations would 
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apply to a director’s relatives as to his 
partners or employees. 


Prawns for dollars 


The Australian prawn fishing indus- 
try on the eastern coast has been win- 
ning about £1 million worth of prawns 
annually, and it is reported in the Com- 
monwealth Fisheries Newsletter that 
five times the present output might be 
available if larger scale methods were 
employed and adequate capital provided 
for boats and processing facilities. The 
market which holds great promise is 
in the United States, which already 
consumes many millions of prawns — 
shrimps in their language—and also 
imports quantities far in excess of the 
present Australian catch. Direct in- 
terest in the Australian sources has 
already been expressed by United 
States entrepreneurs, according to re- 
ports in the Newsletter. 


Amending the map 


The papers presented at the Spring 
Forum of the Australian Institute of 
Political Science in October 1955 are 
now available from the Institute in a 
book. Entitled New States for Aus- 
tralia, the papers are by Mr. R. S. Par- 
ker, Professor MacDonald Holmes, 
Professor J. P. Belshaw, and Dr. H. V. 
Evatt. They deal with the various 
movements in favour of creating new 
states in Australia, and the pros and 
cons of such changes. Although this 
is largely a matter for the economists 
and lawyers, the business man would 
be affected by the creation of any new 
states. Presumably operations in the 
areas separated for such purposes 
would become subject to new Com- 
panies Acts and similar legislation, 
while various complications would 
surely arise from the constitutional 
aspects of freedom of interstate trade, 
transport regulations and state taxing 
powers. 


Refinancing 


The Commonwealth Government 
has an unenviable task in renewing a 
great volume of its outstanding debt 
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over the next twelve months. About 
£250 million of loans mature in that 
time, including some in New York, 
and some in London, where interest 
rates have recently been raised. The 
abnormally heavy treasury bill issues, 
made over the last few months to make 
up for shortages of public loan raisings, 
also mean that the short term debt will 
have to be re-borrowed in the near 
future on a large scale. In a bond mar- 
ket which has recently shown yields 
over 5 per cent., and where the re- 
duction of official support has weak- 
ened the faith of some investors, these 
operations will not be simple. 


Metal production 


Records were registered in Aus- 
tralia’s important base metal produc- 
tion during 1955. Lead production 
promised to reach about the same vol- 
ume as in 1954, and although exports 
for the first nine months were below 
those in the same months of 1954, 
higher prices made them worth more. 
Zine concentrates produced in the nine 
months, at 376,000 tons, were greater 
than in the same part of 1954, and 
copper production was 2,000 tons 
higher. Several smaller items were of 
increasing significance, including rutile 
and asbestos. Rutile concentrate pro- 
duction of about 43,000 tons in the 
first nine months compared with 31,000 
tons in the corresponding months of 
1954, and blue asbestos exports for 
1955 totalled 7,000 tons against about 
1,400 tons in 1954. 


Strike and trade balance 


One of the most damaging effects of 
the recent wharf stoppage was the 
reduction of Australian exports from 
£73 million in December to £56 million 
in January and £21 million in Febru- 
ary. For the eight months of the 
financial year the nation’s imports ex- 
ceeded exports by £73 million, com- 
pared with £43 million in the corre- 
sponding period of the previous year, 
for exports dropped by £30 million 
while imports were almost steady. Of 
course, we may expect to pick up some 
of the export business which was de- 
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layed during the strike, and the strike 
may have discouraged some importing. 
However, the net effect of the strike 
will probably be a net loss of oversea 
funds, in addition to delay in all sec- 
tors of international trade. 


Under-sea power 


Electric power will be conveyed by 
an under-sea cable, if current investi- 
gations by New Zealand Government 
bodies are successful, A route is being 
sought to lay a cable across Cook Strait 
to convey power from the South Island 
to the North. A new hydro-electric 
station is planned for erection south 
of Christchurch, to produce 350,000 
kilowatts. The surplus power in the 
South Island, with the enormous poten- 
tial, dependent on the snow-fed streams 
from the Southern Alps, will then be 
available for the North, where the 
available cheap power is likely to be 
fully utilised in the relatively near 
future. 


By eye and ear 


Announcement of the advertising 
rates to be charged on television jp 
Australia and of the estimates of the 
number of listeners expected to have 
sets in the next few years suggests 
that the commercial aspect of the in. 
dustry has really made a start. The 
tentative rate of £20 for a ten-second 
announcement and £200 (plus the 
cost of the programme) for an hour 
session is at least something for ad- 
vertising managers to work on. The 
further estimate, that Melbourne and 
Sydney will have about 100,000 sets 
operating within about two years, is 
another vital statistic, even if only an 
estimate, in which the potential buyer 
of TV time is interested. As the test 
signals go out, and experimental 
broadcasts give way to pioneer com- 
mercials, many big decisions will have 
to be made. If we follow the pattern 
of some other countries, the direction 
of advertising expenditures is in for 
a revolutionary change. 





Accountancy and Secretarial Professions 


ANNUAL DIVINE SERVICES IN MELBOURNE 


Divine Services for members of the Accountancy 


and Secretarial Professions, 


their relatives and 


friends, have been arranged for Monday, 7 May, 


1956, as follows: 


8 a.m. Mass 


will 


be celebrated at St. 


Patrick’s Cathedral, Melbourne. 


5 p.m. 


Evensong will be held at St. Paul’s 


Cathedral, Melbourne. 


No tickets or other mode of admission will be neces- 
sary, but sections of both Cathedrals will be re- 
served for those attending. Ushers will be on duty. 
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RECENT LEGAL DECISIONS 


Lest or not lost 


In London and Lancashire Insurance 
Co. v. Puzyna, [1955] 3 S.Af.L.R. 240, 
defendant insured a parcel of specified 
goods, including a Durer etching, 
against all risks on a voyage from 
London to Johannesburg “lost or not 
lost”. The Durer did not arrive in 
Johannesburg, and after suitable en- 
quiries the insurance company paid as 
on a total loss. Later it turned up in 
London, never having been shipped at 
all, and the insurance company offered 
the etching to the defendant and de- 
manded its money back. 


However, the defendant preferred 
easy money to Durer etchings, and re- 
fused. He said: “You insured it ‘lost 
or not lost’. Well, it is not lost so I 
am still entitled to the money.” 

To this the answer accepted by the 
Court was that this clause “lost or not 
lost” meant “lost or not lost at the 
time the insurance is taken out.” To 
be covered, the article in question must 
have come “on risk”. Here the etch- 
ing had never started on its voyage to 
Johannesburg and the policy had never 
applied to it. The plaintiff insurance 
company had paid by mistake, and was 
entitled to its money back. 


Was it a sale by sample? 


The case of Thorne & Co. v. Thomas 
Borthwick & Sons, 73 W.N. (N.S.W.) 
9, decides an important point in con- 
nexion with the sale of goods, namely, 
that if your bought and sold notes 
merely describe the goods, but do not 
refer te samples, the sale is a sale by 
description, and the fact that the 
parties examined samples beforehand 
is irrevelant. 

In this case plaintiffs, dealers in ani- 
mal oils among other things, heard 
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Lost or not lost; was # 

a sale by sample; sea- 

worthy; Company as 
trustee. 


E. H. COGHILL, LL.M. 


that defendants had some neatsfoot 
oil in New Zealand which they wished 
to sell. Plaintiffs asked for samples, 
and said that unless the oil had a cloud 
point under 30 degrees Fahrenheit and 
a free fatty acid content under 1 per 
cent. they were not interested. 


The samples were forthcoming and 
were tested by chemists employed both 
by plaintiffs and their sub-purchasers. 
Finally contract notes were exchanged 
which provided for a sale of fifty 
drums of neatsfoot oil, free fatty acid 
content under 1 per cent. Nothing was 
said about cloud point, or about sam- 
ples. Price was paid on shipment, and 
on arrival plaintiffs claimed that cloud 
point was well over 30 degrees, re- 
jected the whole consignment and sued 
for their money back. 


Borthwicks, while insisting that their 
New Zealand chemist had checked the 
consignment and that it was up to the 
sample, to save time and trouble took 
the preliminary point that this was a 
sale by description, not a sale by 
sample, that the description said no- 
thing about cloud point, and that there- 
fore they had complied with their con- 
tract. 


A majority of the Supreme Court of 
New South Wales held that it could not 
go behind the written contract notes, 
and that the defendant must succeed. 


Seaworthy 


A case which demands to be brought 
to the notice of readers is Boudoin v. 
Lykes Bros. S.S. Co., 348 U.S. 336. 

In that case the Supreme Court of 
the United States held that a vessel 
Was unseaworthy because one of the 
crew was inclined towards liquor and 
quarrelsome in his cups. 
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Plaintiff, a deck hand, was floored by 
this shipmate with a brandy bottle and 
recovered damages from the owners 
on the ground that the ship was not 
seaworthy. 


No one will argue with the proposi- 
tion that a ship is not fit for sea, and 
therefore not seaworthy, unless she has 
a sufficient and efficient crew—but this 
judgment seems to require a crew, not 
of seamen as we know them but of 
archangels. 


Company as trustee 


Re Australian Homes Finance Pty. 
Ltd., [1956] V.L.R. 1, was a contest 
between the victims of a go-getter 
company and its ordinary creditors, in 
which the victims won. 


The company set itself up as willing 
to finance home builders on the basis 
that they should make deposits with it, 
and when a person’s deposits reached 
a nominated figure, the company should 
lend him up to four times that amount 
to purchase or build a house. It 
agreed that it would pay these deposits 
into what it called its “progressive 
purchase fund account’, and it also 
charged what it called a “service fee”, 
payable by each. “progressive pur- 
chaser” on his first enrolment. 

The purchase fund was tied up in 
such a way that (in effect) the auditor 
became a trustee of it, and when the 
company drew a cheque on it for 
£6,000 payable to “cash” the auditor 
was notified and very properly in- 
formed the Law Department. As a 
result the cheque was (apparently) not 
paid and the company was investigated 
under the Companies (Special Inves- 
tigations) Act and promptly put into 
compulsory liquidation. 


_ count. 


It then appeared that generally it 
had. paid all “progressive purchasers’ 
payments into the ‘progressive pur- 
chase fund account’”, but one item of 
£500 had been paid, apparently inad- 
vertently, into its ordinary bank ac- 
That account was in credit 
about £45, but there were ordinary 
trade creditors for about £4,000. The 
trust account was in credit about 
£12,000, and all payments by the pro 
gressive purchasers were covered ex- 
cept the £500 already referred to and 
a small amount the liquidator had had 
to use for an emergency payment to 
preserve assets. 

On these facts, Herring, C.J., had no 
difficulty in deciding that the company 
had declared itself a trustee of the de 
posits received from the “progressive 
purchasers” and that they were en- 
titled to the whole of the trust ac 
count. Furthermore, he held that it 
was a trustee of the £500 cheque which 
it had misapplied, and of its proceeds. 
The £45 in the ordinary account was 
what was left of these proceeds and 
therefore this £45 was held on trust 
for the progressive purchasers and the 
ordinary creditors got nothing. 

As between the progressive pur- 
chasers themselves, His Honour de 
clined to go into details. “Equality is 
equity” and the fund should be divided 
between them proportionately to their 
deposits. 

The “service charge” was in a dif- 
ferent position. The victims had e- 
tered into a contract with the company 
which the company had attempted to 
perform, and any failure on its part 
was merely a breach of contract. They 
had no right to claim repayment of the 
fee but must prove as ordinary credit 
ors for any damage they might have 
suffered, which on these facts meant 
that they might as well forget it. 
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THREE CONCEPTS 
OF BUSINESS 


INCOME 


Jean St. G. Kerr 


B.Com. (Melb.), M.S.(Columbia), A.A.S.A. 
Lecturer in Accountancy, University of Melbourne. 


General Considerations 


E Committee on Accounting Pro- 

cedure of the American Institute 
of Accountants adopted the position in 
1988 that “a fair determination of in- 
come for successive accounting periods 
is the most important single purpose 
of the general accounting reports of a 
corporation.” Discussion of the con- 
cept of business income and of the 
methods of best measuring it has occu- 
pied a prominent position in the ac- 
counting literature of the last few 
years. 


Business income is an artificial con- 
cept and the assumptions made or the 
conventions adopted in its measure- 
ment will depend, among other things, 
on the use to be made of the income 
determined. Different concepts may 
be adopted for different purposes, and 
there is not one all-purpose concept of 
business income. The only criterion 
by which a choice may be made from 
among several methods of measuring 
income is the relative effectiveness of 
each for the purposes for which income 
is being determined. 


Because business income is an arti- 
ficial concept, not to be derived from 
or verified by a study of natural laws, 
objection may be raised to the use of 
terms such as “real” or “true” income 
on the grounds that these are emotion- 
ally charged words used for the pur- 
pose of calling forth the conditioned 
response desired by their users. How- 
ever, “real” is a recognised concept in 
economics, meaning a measurement in 
terms of physical objects rather than 
in financial terms. Thus the concept 
of real wages as opposed to money 
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wages is in common use today. In any 
reference to real income or real 
capital then, “real” should be con- 
sidered in this technical sense as being 
opposed to “money” and not as being 
opposed to “unreal” or “false’’. 


For the purposes of this paper I am 
not concerned with the question of 
whether the concept of income adopted 
should be an “all-inclusive” or 
an “exclusive” one, or with differences 
between the concepts of “profit” and 
“income”. On this latter point, Ac- 
counting Terminology Bulletin No. 2 
issued by the Committee on Ter- 
minology of the American Institute of 
Accountants, recognises that the terms 
income and profit are often used inter- 
changeably, although a preference is 
expressed for the use of “net income” 
rather than “net profit”. 


There are two underlying approaches 
to the measurement of income which 
might be adopted, one being referred 
to as the “matching of costs and re- 
venues” which is a realisation ap- 
proach, and the other as the “increase 
in net worth” or “equity change” ap- 
proach which implies a valuation as at 
two different dates. 


Perhaps the most widely quoted de- 
finition of income at the present time is 
that of J. R. Hicks who defined a man’s 
income for a week as being “the maxi- 
mum value which he can consume dur- 
ing a week and still expect to be as 
well off at the end of the week as he 
was at the beginning.” This concept 
of a person’s income is usable in a 





1. J. R. Hicks, Value and Capital, (2nd ed., 
Oxford, 1946), p. 172. 
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stable economy, but difficulties arise 
when changes occur in the price level, 
and Hicks concluded that this concept 
of income was not a useful tool for 
dynamic economic analysis.2. How- 
ever, this concept, originally developed 
in relation to a person’s income, has 
been adopted by some writers as a con- 
cept of business income, and discussion 
is centred upon what is meant by the 
expression “as well off”, as to whether 
it refers to the maintenance of finan- 
cial capital, physical capital, or an 
equivalent number of purchasing-power 
units. The argument is not whether 
real or money capital should be main- 
tained intact, for there would be gen- 
eral agreement that, for the social 
good, real capital should not only be 
maintained but expanded. The ques- 
tion is whether such maintenance of 
real capital should be allowed for in 
the determination of income, or whether 
it should be maintained out of the re- 
investment of income computed on the 
basis of maintaining money capital in- 
tact. 


The adoption of the concept of in- 
come as being the result of the match- 
ing of revenues with the costs relevant 
to those revenues has focused atten- 
tion on the question of what is meant 


by “relevant cost”. Is the cost which 
should be charged against revenue the 
historical cost, the historical cost ad- 
justed for changes in the purchasing- 
power of money since the date of re- 
cognition of the long-term cost, or the 
current cost of the item, i.e., the cost 
which would have been incurred if 
there were a simultaneous incurring 
of the cost and earning of the revenue? 
Or again, perhaps the relevant cost is 
the cost of replacing the item charged 
to revenue irrespective of when this 
replacement takes place. 


It is the differences in the concept of 
the capital which is to be maintained 
intact, and in the concept of the cost 
which is relevant to the revenues 
earned during a period, which lie at 





2. Ibid, p. 177. 
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the base of the differences between the 
“conventional-historical-cost”, “adjust- 
ed-historical-cost”, and “current-cost” 
definitions of periodic income. 


Conventional-historical-cost concept of 
income 


The historical-cost approach to the 
measurement of income assumes that 
the relevant costs to be charged against 
revenues for the period are the 
amounts which were incurred for those 
charges when the assets or service 
were acquired. No attention is paid to 
any change in the general price level, or 
to any change in the prices of the in- 
dividual charges. 

Income under the historical-cost con- 
cept is purely a financial income; in- 
come is regarded as being earned after 
the original financial capital has been 
maintained. The cycle of transac- 
tions which gives rise to this income 
might be described in the following 
way. There is a certain money capital 
which is invested in various assets 
which are eventually sold, and once 
again the capital is in the form of 
money. Any increase in the financial 
capital at the conclusion of these 
operations over the capital at the be 
ginning is regarded as income. This 
charging of original cost against re 
venue, and the idea of the maintenance 
of money capital were developed dur- 
ing the period of relatively stable 
prices, and also during a period in 
which there was a legal insistence on 
the preservation of the money capital 
contributed by proprietors.® 

The adoption of the monetary postu- 
late which assumes that changes in the 
purchasing-power of the monetary 
unit may properly be ignored leads to 
the acceptance of this concept of in- 
come. However, in periods during 
which there are changes in the pur- 
chasing-power of money, arguments 
can be raised that this concept includes 
elements, such as capital gains on a 
sets used in the business, which should 
not properly be regarded as income. 
It can be argued that income under the 





3. F. Sewell Bray, Measurement of Profi, 
(Oxford, 1949), p. 67. 
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historical-cost concept can be broken 
into two components, pure sales profit 
and price gain; pure sales profit being 
the difference between the sales re- 
venue and the cost of goods sold when 
both costs and revenues are valued at 
prices prevailing at the time of sale, 
and price gain being the difference 
between the value of the items of cost 
charged to sales at prices prevailing at 
the time of the sale, and their value at 
the prices prevailing at the time of ac- 
quisition. The inclusion of these 
capital or price gains in income has 
been responsible for the accusation 
that conventional accounting practice 
has a traditional conservative outlook 
on the monetary valuation of assets but 
not of income.‘ 

The historical-cost concept of income 
is based on a venture concept rather 
than a continuum concept of business. 
Under the venture concept each pur- 
chase of an asset is regarded as a sepa- 
rate venture and income is determined 
for each venture, the replacement of 
the asset being regarded as a distinct 
second venture for which the funds 
should be raised independently. This 
concept is opposed to the continuum 
concept which is held by most business 
men and economists. Under the con- 
tinuum concept the business enterprise 
is considered as being a unified con- 
tinuing concern rather than as a series 
of separate individual ventures. Under 
the continuum concept the investor is 
considered as contributing some por- 
tion of the real assets of the firm, or a 
quantum of purchasing-power over 
capital goods, and it is only after this 
capital-goods contribution has been ef- 
fectively maintained that income can 
be considered as being earned. 


Adjusted-historical-cost concept of 
income 
The adjusted-historical-cost concept 
of business income adopts a unit-of- 
purchasing-power approach to the 





4. Martin Bronfenbrenner, “Business Income 
Concepts in Light of Monetary Theory”, 
Five Monographs on Business Income, 
(New York: American Institute of 
Accountants, 1950), p. 118. 
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maintenance of capital and the meas- 
urement of income. The purchasing- 
power-unit concept is adopted to over- 
come the objection to the use of a fluc- 
tuating monetary unit as the unit of 
measurement. Through the application 
of a general price index to the original 
costs a “stable frame of reference” is 
approximated. Proponents of this 
concept of income make it clear that 
costs are being adjusted by the appli- 
cation of a general price index and 
not by indices showing the changes in 
the cost of the different types or classes 
of assets used in the business. Under 
this concept adjustment of historical 
cost by a general price index is not re- 
garded as a departure from the cost 
basis but merely as expressing the cost 
in a “more significant” manner. Cost 
expressed in the form of an equivalent 
number of purchasing-power-units is 
considered more significant than an ex- 
pression in terms of the original money 
cost. If historical cost were adjusted 
by indices representing changes in the 
cost of specific assets, current costs of 
those assets would be approximated 
and the historical-cost approach to in- 
come would have been abandoned. 
The cycle of business transactions 
mentioned in connexion with the his- 
torical-cost concept was: cash, then 
things, then back to cash. Under the 
adjusted-historical-cost concept of in- 
come the original capital contributed is 
considered as providing a pool of pur- 
chasing-power-units which are invested 
in various forms and on realisation 
represent another pool of purchasing- 
power-units. The capital to be maintained 
intact is represented by the purchasing- 
power-units in the original contribu- 
tion, and this is effected when the 
money value of capital has increased 
in proportion to the general price level. 
Raymond C. Dein, when discussing the 
proposal of the American Accounting 
Association, that managerial effective- 
ness should be appraised in terms of 
the current dollar equivalent of the 
capital invested in the business and not 
merely its initia] dollar amount, claims 
that the principle of a reservoir of 
purchasing-power that must be pre- 
served leads to the “rather curious and 
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untenable conclusion that management 
is to some extent denied the right or 
the responsibility of contracting the 
size of the firm if that would seem to 
be wise in the light of business pros- 
pects.”5 This is not a fair criticism 
of the concept of income, to my mind, 
as surely any concept of maintaining 
capital intact, whether you are refer- 
ring to financial capital, physical 
capital or purchasing-power-units, will 
be placing some restriction on manage- 
ment. 


Another point of view is suggested 
by Martin Bronfenbrenner, when dis- 
cussing the continuum concept and the 
idea of the investor contributing a 
quantum of purchasing-power over 
capital goods. He says that “firms 
which do not provide for the main- 
tenance of their inventory or their 
fixed capital out of earnings should be 
considered insolvent regardless of the 
magnitude of their money profits.’ 


It should be realised that, when ap- 
plying a general price index to his- 
torical cost, we are substituting a “pur- 
chasing-power postulate” for the 
“monetary postulate’. The purchas- 
ing-power postulate is the assumption 
that a specified general price index 
shows the course of the value of money. 
A general price index is based on a 
sample drawn from the universe of the 
prices of all goods and services, and 
problems arise as to the items to be in- 
cluded in the sample and the weights 
which should be applied to the different 
items. The purchasing-power postu- 
late is not “true”. It is a fiction just 
like the monetary postulate, and its 
use can be justified not on its “truth” 
but on its usefulness. 

The adjusted-historical-cost concept 
does not result in a measure of real in- 
come, but it does result in a matching 
of costs and revenues expressed in 
terms of substantially equal purchas- 
ing-power. 





5. Raymond C. Dein, “Price Level Adjust- 
ments: Fetish in Accounting”, Accounting 
Review, January 1955, p. 15. 


6. Bronfenbrenner, op. cit., p. 125. 
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Current-cost concept of income 


The current-cost concept of income 
regards as income the result of match. 
ing against the revenues received dur- 
ing the period the current replacement 
cost of the assets consumed during the 
period. This concept adopts a dif- 
ferent cycle of transactions to be re 
corded than was adopted by the two 
previous concepts. Under the current- 
cost concept of income the emphasis is 
placed on things, physical assets, rather 
than money or purchasing-power-units, 
as a result of which the capital at the 
beginning of the period is considered 
as comprising a group of physical as- 
sets which is eventually converted into 
funds, a portion of the funds being 
used to replace the physical assets and 
the balance being the income for the 
period. We then have a change from 
accounting for things in terms of 
money or purchasing-power-units, to 
accounting for money in terms of 
things, and the capital which is being 
maintained intact is the real physical 
capital and not the financial capital, or 
a pool of purchasing-power. 


Maintenance of physical capital in- 
tact in this context does not mean that 
the actual replacement must have been 
made in the period concerned, but that 
the capital at the end of the period can 
be exchanged for the same collection 
of goods as was owned at the begin- 
ning. 


The current-cost concept will exclude 
all capital gains from income, and will 
result in what might be called pure 


sales profit. This is what is almost 
universally understood by business men 
as being the true measure of profits. 
In a period of rising prices it is the 
physical volume of operations which 
management wishes to maintain, not 
merely the money volume of operations. 


Ideally the current cost would be as 
certained by the study of prices ruling 
in the market, or by appraisal, but the 
current cost may be approximated by 
the application to original cost of i- 
dices representing changes in the costs 
of specific assets or special groups of 
assets. Current cost of a particular 
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fixed asset would not be approximated 
by the application of a general price 
index to the original cost, unless by 
coincidence the cost of that asset moved 
in line with the general level of prices. 


A change in the current cost of a 
machine is the result of two factors, 
namely (1) a change in the general 
level of prices, and (2) a change in the 
relative value of the machine as com- 
pared with other goods. To the ex- 
tent that the charge against revenue 
is based on a change in value, the cur- 
rent-cost concept of income does not 
agree with the notion of accounting on 
the basis of cost. The idea that ac- 
counting is concerned with costs, not 
values, has received wide recognition 
in the past. 


A difficult question encountered in 
the current-cost concept of income is 
the recognition of technological im- 
provements. A machine is very rarely 
replaced by an exactly similar machine. 
It is often replaced by a bigger and 
better machine which may cost more 
than the original machine but which 
results in a lower cost of production 
through increased efficiency. The con- 
cept of replacement which should be 
considered in this connexion is the re- 
placement of the productive capacity 
utilised during the year. 


The effect of technological improve- 
ments on the depreciation charge based 
on current costs can best be explained 
by assuming that there is no change in 
prices. In this case any technical im- 
provement can only take the form of a 
more productive machine with a con- 
sequent decrease in the depreciation 
charge, with the result that the depre- 
ciation charges over the lifetime of the 
asset would never equal its original 
cost. There are no indices in general 
use trying to measure the increased 
productivity per pound of investment, 
and the way in which the capital loss 
that has occurred would be determined 
would be through an appraisal of all 
of the firm’s plant as compared with 
more modern, less costly, equivalent 
capacity. The original cost of the 
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plant would need to be written down 
by the amount of the capital loss so 
determined. 

Most additions to plant are made 
during periods of high activity and at 
prices higher than the average price 
over an economic cycle. Throughout 
the cycle, then, depreciation on varying 
replacement costs will be lower than 
depreciation based on historical cost, 
unless the net inflationary trend over- 
comes the effect of plant replacement 
at times of high price level. If a cur- 
rent-cost concept of income is adopted, 
this would mean that a capital loss 
must be accounted for when it is de- 
termined. 

The current-cost concept of income 
is not equivalent to the economist’s 
concept of income. The economist 
would include the going-value of an 
enterprise among its assets when mak- 
ing his calculation of the value of the 
owner’s equity at the beginning and 
end of the period concerned. To the 
economist the going-value which would 
be included among the assets would be 
the capitalised earning-power of the 
business. 

The current-cost concept of income 
does not envisage the provision of 
funds for eventual replacement, so that 
no adjustment is required for any de- 
ficiencies in the previous charges for 
depreciation. Under the replacement- 
fund theory of income, however, the 
provision of funds for eventual re- 
placement plays an important role, 
and adjustments must be made for the 
failure of depreciation charges in past 
periods to meet new increases in re- 
placement costs. 


Comparative usefulness of the different 
concepts of income 


Information regarding the income of 
a business is desired by various per- 
sons in the community and for varying 
reasons. For instance, information as 
to the total income of society is wanted 
for national-income accounting; in- 
formation as to the income of the in- 
dividual enterprise is wanted by that 
enterprise for a number of reasons 
such as a means of measuring its per- 
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formance during a period, as a help 
towards a decision as to the dividend 
policy which should be followed, and 
also to assist the enterprise in its deal- 
ings with outside persons or agencies 
such as banks, creditors, labour leaders 
or regulatory authorities. It follows 
that these outside parties will also be 
interested in the income earned by the 
enterprise. 


From the point of view of society 
as a whole, income determined on the 
basis of current cost is generally the 
most useful. For national income com- 
pilations it is desirable to remove the 
effect of price changes from the calcu- 
lation of income for the period. If the 
income statements of each enterprise 
were prepared on this basis the com- 
pilation of the data for national income 
purposes would be facilitated. 


A suggestion has also been made 
that if business income were calculated 
on a current-cost basis it would have 
a restraining influence on the business- 
man’s over-optimism in a period of 


high business activity and an alleviat- 
ing influence on his pessimism in times 
of depression with the result that the 
amplitude of the cyclical swing would 
tend to be reduced.” 


Investment decisions are based in 
part on past determinations of income, 
which are considered as guides to prob- 
able future incomes. If there is a 
large decrease in the value of money, 
it seems probable, with business in- 
come overstated on the historical-cost 
concept as compared with the adjusted- 
historical-cost or current-cost concepts, 
that investment will be excessively 
stimulated. On the other hand, it has 
been suggested that income on the basis 
of adjusted-historical-cost or current- 
cost may not provide the “climate” 
suitable for expansion of industry, as 
expansion is planned on the basis of 
expected future profits the estimate 
of which is greatly influenced by the 
income earned during the previous 





7. K. Lacey, Profit Measurement and Price 
Changes (London: Pitman, 1952). 
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few years, which during a period of 
rising prices would be smaller unde 
the adjusted-historical-cost or the cur. 
rent-cost concepts than under the his 
torical-cost concept.® 


From the point of view of the indi- 
vidual firm, income is used as a meas 
ure of the performance for the period 
concerned and is compared with a bud. 
geted figure, the income for a previous 
period, or perhaps the income of 
another firm in the same industry, 
When comparisons are being made be 
tween incomes of different years, the 
adjusted-historical cost and the cur. 
rent-cost concepts have an advantage 
over the historical-cost concept inas 
much as by dividing income as deter- 
mined under the first two concepts bys 
general price index the effect of varia- 
tions in the value of money over the 
periods can be offset, but income as 
determined under the _historical-cost 
concept cannot be adjusted by the 
simple application of « general price 
index as it represents the matching of 
costs and revenues which are e- 
pressed in units of varying purchasing 
power. 


If it is agreed that income as deter- 
mined by adjusted-historical-cost or the 
current-cost method is the concept 
which should be adopted for annual 
income statements, it would follow that 
these should be the concepts adopted 
for the monthly statements prepared 
during the year. The preparation of 
monthly statements on either of these 
bases would need to overcome many 
obstacles, such as the lag in the publ: 
cation of index numbers, assuming that 
the index is calculated monthly, or the 
trouble and expense of monthly ap 
praisals if the appraisal method were 
adopted. 

It might be claimed that income 
under either the adjusted-historical 
cost or the current-cost concept pre 
vides a better basis for indicating ear? 
ing power than income under the his 
torical-cost concept, as it excludes from 
income price gains which may not 
earned again. 


——t 





8. Dein, op. cit., p. 14. 
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When a comparison is desired be- 
tween the efficiency with which two 
separate enterprises have been oper- 
ated, defects in the current-cost con- 
cept are apparent. Income as deter- 
mined under this concept does not give 
management any credit for a favour- 
able purchase at a low price, for in- 
come is being calculated on the basis 
of the current cost of the factors. The 
adjusted-historical-cost concept does 
give management credit for a favour- 
able purchase, but this might be con- 
sidered a disadvantage when using the 
income as an indicator of earning 
power, as it includes in income the re- 
sult of a transaction which is not likely 
to recur. 


The most useful concept of income 
when deciding upon the dividend policy 
of the company depends upon the 
policy of the company in regard to the 
future. If it is desired to maintain 


dividends at a certain amount in the 
future it is only necessary to maintain 
financial capital intact and so the his- 
torical-cost concept is the one to be 


adopted. If it is desired to maintain 
dividends at a level representing a cer- 
tain quantity of purchasing power 
then the adjusted-historical-cost con- 
cept is appropriate; and if it is de- 
sired to maintain dividends in real 
terms then the current-cost concept is 
appropriate. In the final analysis the 
payment of a dividend in the short run 
is largely a financial question. Even 
if income has been earned and is legally 
available for dividend, the financial 
position may be such that no funds are 
available for distribution to the pro- 
prietors. 


It is interesting to note the con- 
dusions reached by Charles T. Horn- 
gren after a study of information col- 
keted from fifty-one security analysts 
m New York and Chicago.® He found 
that not one analyst who was inter- 
viewed attempted to adjust statements 
for price level changes. The analyst 





9%. Charles T. Horngren, “Security Analysts 
and the Price Level”, Accounting Review, 
October 1955, pp. 575-581. 
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thinks in terms of the flow of funds, 
and his interest in the income state- 
ment lies in the information which it 
gives regarding the funds generated 
by the business. Almost every writ- 
ten analysis contains an estimate of 
sources and applications of funds over 
the past five to seven years and an es- 
timate of fund flow for at least one 
year in advance. The analyst does not 
regard the accounting profit shown in 
the income statement as distributable 
profit, and his fund-flow theory of 
analysis recognises that the payment 
4 dividends is largely a financial prob- 
em. 


It has been argued that, for income 
tax purposes, business income should 
be determined after the real capital 
has been effectively maintained. On 
the other hand an equitable argument 
can be put forward that if business 
income were determined on such a 
basis, then an allowance should be 
made for the loss in purchasing power 
of their capital which is suffered by 
those persons who have invested in 
fixed income securities such as govern- 
ment bonds. 


The present legal position is that 
debts represent a financial obligation, 
and no adjustment is made on the re- 
payment of a loan to cover a change in 
the purchasing power of money during 
the course of a loan. The proposal 
that income should be determined on 
either a purchasing-power-unit basis 
or a real basis does not, then, seem to. 
be significant with respect to creditors. 


The view has been put forward in 
recent years that the high level of 
money profits has given rise to de- 
mands from labour for higher wages 
and from consumers for lower prices, 
and that these demands would be re- 
duced if income were determined on 
either the adjusted-historical-cost or 
the current-cost basis. Messrs. Wil- 
cox and Greer, however, feel that this 
suggestion may have “charm, if not 
significance” until it is realised that 
the relationships with labour leaders 
and possibly consumers involves more 
psychology than accounting, and that 
adjustments favourable to manage- 
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ment and difficult of explanation may 
do more harm than good.’® 


The choice of a concept of income 


From the previous discussion of the 
suitability of the three concepts of 
business income discussed in this paper 
for some of the purposes for which 





10. Edward B. Wilcox and Howard C. Greer, 
“Case Against Price-level Adjustments in 
Income Determination”, Journal of 
Accountancy, December, 1950, p. 498. 


income determinations are required, it 
is evident that there is not one con. 
cept of income which is suitable for 
all purposes or which could be claimed 
to be the “true” income for the period, 
It must be recognised that for differ. 
ent purposes we need different concepts 
of income, and in each case a choice 
must be made as to the concept which 
is relevant to the use to be made of 
the income determination. It is the 
suitability of the concept for the pur. 
pose which should be the decisive fac. 
tor in any choice of a concept of in- 
come.. 





CULFLFENE PLO HlLEMS  iiscussed in overseas journh 


Organisation of a large professional 
office 


A logical follow-up to the article on 
the organisation of the small profes- 
sional office by Robert Crawford in the 
October edition of The Accountants’ 
Magazine is presented by R. T. M. 
McPhail in the November issue. 


This is a thoughtful article concern- 
ing the organisation of a large profes- 
‘sional office. No claim is made that 
every detail of organisation is covered, 
but it is certain that any member of 
the profession who reads the article 
will obtain much food for thought and 
some very valuable ideas. After con- 
sidering the importance of a close 
liaison between the partners of the 
large office, Mr. McPhail deals with the 
logical division of the organisation— 
the operating and administrative sec- 
tions. 

In the same issue, space is devoted to 
the discussion, at the Summer School 
at St. Andrew’s University, of the 
points listed by Mr. Crawford and Mr. 
McPhail at the conclusion of their re- 
spective papers. 
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Notes prepared by members of the 
teaching staff in the Department of 
Accounting, University of Melbourn 


Public accounting and the small business 


Joseph L. Brock, in an article Man- 
agement Services by Local Practition- 
ers, The New York Certified Public 


Accountant, September, 1955, indi 
cates ways in which practitioners may 
render management services to small 
businesses. 


Auditing 

In his paper, Internal Audit as an 
Aid to External Audit, Robert H. Wil 
son, The New York Certified Public 
Accountant, October, 1955, discusses 
the benefits which may be derived from 
close co-operation between internal 
auditors and public accountants, giv- 
ing illustrations from actual practice. 

The Accountant, November 19, col- 
tains a short article by B. Buchanal- 
Dunlop dealing with the liability of the 
auditor, particularly in the case where 
he has been judged to have failed 2 
his duty. 


Business valuation 

Morton F. Swift, The Valuation of 4 
Going Business, The Illinois Certified 
Public Accountant, Autumn, 1955, out 
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lines a step-by-step procedure for the 
valuation process, and considers vari- 
ous capitalisation rates to be used. An 
example concludes his article. 


Published financial statements 


The monthly article, Accounting Re- 
search, in The Canadian Chartered 
Accountant contributed by Gertrude 
Mulcahy, deals in the September and 
October issues with a survey of the 
annual reports for 1954 of ten leading 
Canadian companies. The September 
article is concerned with methods of 
presenting financial information in 
statements and schedules supplemen- 
tary to the profit and loss statement 
and balance sheet, whilst the October 
article deals with the directors’ report. 


Accounting Research Bulletin No. 
ll issued by the Committee on Account- 
ing and Auditing Research, on the 
subject of Surplus, is published in the 
September issue of The Canadian Char- 
tered Accountant. The bulletin ex- 
presses the views and recommendations 
of the Committee on the questions of 
classification, presentation and utilisa- 
tion of company surplus (or reserves, 
as they are generally known in this 
country.) 


Control of marketing costs 


Today guesses or judgments based 
on past experience alone are not 
enough. An appraisal of the selling 
job should be made in the light of the 
latest marketing techniques and in- 
formation. Arthur P. Felton, Con- 
trol of Marketing Costs, Cost and Man- 
agement, November, outlines’ the 
nature of the sales-management ap- 
praisal and the profit analyses which 
should be made. The sales-manage- 
ment appraisal should involve the pro- 
duct, the market, the channels of dis- 
tribution, the promotion and the sales 
controls, whilst the profit analysis 
should be made by customers, terri- 
tories, products and orders. 


Labour costing 


_d. B. George, Organising Timekeep- 
ing for Reliability, N.A.C.A. Bulletin, 
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November, describes the organisation 
of a timekeeping department which is 
held responsible for the accuracy of 
job cards, and gives details of the use 
of punched cards and mark-sensing by 
the timekeeping department of his com- 
pany. 


Production planning 

G. F. Rossettie, Accounting: A Tool 
for Production Planning, Cost and 
Management, November, illustrates the 
fact that sound accounting methods 
are indispensable to production plan- 
ning, as an effective plan is a continu- 
ing projection into the future from a 
competent analysis of all relevant facts. 

R. W. Kindling, Daily Balancing of 
Labour Loads by Work Stations, 
N.A.C.A. Bulletin, November, shows 
how to use punched cards for produc- 
tion scheduling. 


Product mix evaluation 

Two articles in the November issue 
of the N.A.C.A. Bulletin deal with the 
relationship between product mix and 
profit. 

P. A. May points out that the simple 
break-even chart is not adequate when 
there are several products with differ- 
ent profit margins, since net profit will 
depend not only on total sales but also 
on the proportion of sales represented 
by each product. He develops a 
graph from which the net profit for 
any sales volume and any product mix 
may be read off. 

The weakness of P. A. May’s tech- 
nique is that the most profitable pro- 
duct mix can only be found by trial 
and error, i.e., by assuming various 
product mixes and reading off the pro- 
fit for each one. W. Kennon goes 
further and describes a mathematical 
technique for direct calculation of the 
most profitable product mix. But his 
mathematics become heavy when more 
than two products are involved. 


Budgeting in a small business 

Small business has an advantage over 
big business in that the management 
can budget faster, broader and with 
more “feel” for the operation. A. H. 
Seed, Budgeting in a Small Hard Goods 
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Manufacturing Business, Cost and 
Management, November, presents a 
case study of the installation and opera- 
tion of a system of budgetary control 
for a manufacturing organisation 
which employs sixty-eight people, and 
in which one accountant, one full-time 
girl and one part-time girl handle all 
of the accounting, billing, collections, 
payrolls and cost work. 


Direct costing 


F. W. Sturgeon, The Appeal of 
Direct Costing in a Bakery Operation, 
N.A.C.A. Bulletin, November, describes 
an educational programme. to get pro- 
duction and sales people interested in 
reducing costs and increasing profits. 
This interest is created by securing 
their active participation in the classi- 
fication of costs into fixed and variable, 
in working out typical operating re- 
sults on the basis of this classification, 
and in setting performance standards 
for their own sections. 


Case studies in costing and budgeting 

The following case studies appear in 
the N.A.C.A. Bulletin, November: 

L. B. Kenny describes costing in the 
commission finishing of textiles. Stan- 
dard costs cover all items except dye- 
ing and printing materials, which are 
‘ job-costed. 

L. W. Berger has chosen direct cost- 
ing for a garment factory “because of 
the great fluctuations in the production 
cycle of this most seasonal of all busi- 
nesses.” 

A. C. Brown describes a system of 
daily control figures for labour and 
material in a furniture factory. 

Scheduled Preparation of a Budget 
Program, by K. L. Shields, describes 
the budgeting procedures of Koppers 
Company, Inc. 


Electronic data processing 


Electronic Data Processing and the 
Accounting and Finance Functions by 
Norman J. Ream, The Illinois Certified 
Public Accountant, Autumn, 1955, 
deals with the types of equipment 
available. To derive the best advan- 
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tages from their use management must 
study the new techniques properly and 
commence slowly the integration pro 
cess and the resulting system changes, 


Office organisation 


W. D. Clarke’s article Flow Chart. 
ing as a Technique in Business, in The 
Canadian Chartered Accountant, Sep. 
tember, will be of interest to all con- 
cerned with office organisation. Writ- 
ten by a person responsible for finance 
division procedures in a large Canadian 
company, the article deals with the 
uses of flow process charts, procedure 
charts, work distribution charts and 
written procedures in the efficient 
organisation and operation of an office. 


Governmental accounting 


In Development of Accounting for 
Management in the Federal Govern- 
ment, The Illinois Certified Public 
Accountant, Autumn, 1955, Walter F. 
Frese emphasises that costs must be 
used as the basis for financial manage- 
ment in government financing. An- 


nual appropriations are no obstacle to 


the development of an integrated sys 
tem of programming, budgeting, ae- 
counting, and reporting on a full cost 
basis. 


Pastoral profits survey 


W. L. Keen has made a survey of 
expenditure and profit patterns on 244 
New Zealand sheep farms, which he 
has divided into three broad classes— 
high country, hill country and fatten- 
ing. This third article in the series, 
entitled The Pattern of Gross Profits 
on New Zealand Sheep Farms, appears 
in the November issue of The Account- 
ants’ Journal (N.Z.). It shows the 
movement in gross profit per sheep on 
each class of farm over the years 1949 
to 1953. Then, since these changes 
depend on whether wool or wheat was 
the main product, tables are givel 
showing the percentages of total gross 
profit that has resulted from each pro 
duct over the period. Finally, gross 
profit is related to cash expenditure 
per sheep for each class during recent 
years. 
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FINANCIAL REPORT 
WORKING 


SHEET 


A. H. Blamey 


E narrative form of report com- 

menting on the information dis- 
closed by the orthodox style of profit 
and loss statement and balance sheet 
is fairly common in industry. Many 
of these reports are compiled in a 
hurry at the last minute without due 
consideration being given to the form 
and contents, and hasty conclusions are 
made. 


From experience it has been found 
advantageous to use a working sheet 
much in the form of a skeleton report. 
This skeleton report or working sheet 
is carefully compiled, and embodies 
a planned sequence of subject headings 
and tabular outlines for the insertion 
of statistical data, and space is allowed 
for comments under each of the vari- 
ous subject headings. 


An example of a working sheet used 
in practice is illustrated. The guide or 
skeleton report form is largely self- 
explanatory but some comments on 
YJ purpose and contents may be desir- 
able. 


The working sheet or skeleton shown 
here is duplicated on a foolscap sheet. 
The outline follows a definite plan. The 
tile or description of the report is 
required to be stated at the beginning 
of the report, together with brief notes 
of the objects and scope of the report. 
Then early in the report comes the pro- 
fit result, as generally this is the most 
Important fact deserving prominence. 
Space is provided for comments. 


There is a special section provided 
for the listing of any special factors 
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or events that may have had a bearing 
on the profit result. These are listed 
for the benefit of both the writer of the 
report and the reader, so that each 
may assess their significance and the 
effect on the results. These events are 
easily forgotten, particularly when 
making comparison with prior years’ 
figures. Some facts or events that 
may deserve mention here are basic 
wage increases, changes in working 
hours, new plant, sales tax changes, 
fires, floods, strikes, ete. A definite re- 
cord is made, and each time the report 
is referred to, these factors are linked 
with any fluctuation in the profit result. 


Details of the volume of business done, 
with comments, follow closely after 
the profit figure. The gross profit and 
various expense analyses are given, 
and enquiry is directed to any fluctua- 
tion or trend. 


The working sheet then directs at- 
tention to stock and debtors’ position, 
where the profit has gone, and the gen- 
eral current financial set-up. 


The longer term financial position 
should always be borne in mind, and 
provision is made for drawing atten- 
tion to this aspect. 


Finally, space is provided for a 
summing-up, or for suggestions as to 
action that may be taken or trends 
that should be watched. 


The typed report will not necessarily 
include all the data and information 
included on the working sheet; some 
selection or narrowing down may be 
necessary to emphasise salient features. 
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REPORT WORKING SHEET 


Some of the advantages that are 
considered to accrue from the use of a 
working sheet of this nature are: 

(a) Ample time and thought can be 
given to the contents and data to be 
compiled and to the preparation of the 
outline and sequence of subjects. 

(b) The standard form of layout 
and sequence of subjects makes com- 
parison with prior years easier. 

(c) In the process of collating the 
information the report is partly built 
up and its completion is much easier 
and quicker. 

(d) The danger of vital information 
and trends being overlooked is mini- 
mised. 

(e) A senior executive can more 
easily check the conclusions drawn by 
a junior executive in the report before 
it is typed. 

(f) The working sheet ensures that 
the same pattern is followed by new 
or younger executives, and assists them 
in presenting a workmanlike report. 
Comments can be added in the margin 


to draw attention to special matters or 
to give instructions. 


When considering the use of a work- 


ing sheet of this nature the following 
espects will arise for decision: 


1. The desirability of a standard 
outline. Many may think it is restric. 
tive and keeps the thinking in too much 
of a groove. 


2. The pattern that the report is to 
follow. 


3. What information is to go into 
the working sheet. The aspects of the 
financial situation that are of most im. 
portance and which should be covered 
in the report. 


The particular type of report er 
visaged here cannot of course replace 
detailed cost reports, or the columnar 
presentation of the figures for sale 
and expense used for wholesale and re 
tail houses. It is not intended to h 
so. It does, however, prove useful 
even where these other reports are in 
existence. It emphasises the financial 
structure and trends, and it may sug 
gest avenues for enquiry or which re 
quire explanation from the more de 
tailed reports. 


Readers may care to comment on the 
report and contents and suggest im 
provements or supply other example 
of standard forms of reports. 


SKELETON GUIDE AND WORKING SHEET FOR THE PREPARATION OF A 
REPORT ON THE FINANCIAL OPERATIONS OF A BUSINESS 





Title 
Introductory remarks 


General Summary 

of profit result and any reasons for 
satisfactory or unsatisfactory results. 
Suggest avenues for enquiry. 

Note any price increases, wage 
awards, new plant, sales tax changes. 


Comment on sales changes. Allow for 
price variations. 


Comment on variation. Changes in 
trading and any special sales. 
Are stocks correct? 





a ON THE FINANCIAL OPERATIONS Fl 


Obese and scope of the report. 
Accounts on which it is based. 


OPERATING RESULTS. 
Profit Result. 
A profit of £000 was earned for 
Up or down on last year 
Profit before tax 9% to sales. 
% of profit on capital, funds. 


Special factors operating to vary costs, ete. How they 
have affected the results and comparisons with pri 
year’s figures. 


Volume of business handled. 
Sales were up or down. Why? Any special sales, # 


Gross profit. Gross profit percentage to sales, to # 
of sales, to sales less material cost. 
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REPORT WORKING SHEET 





Simple statement to indicate the pos- 
sibility of any broad trends. 


Comment on amounts spent. Compari- 
sons on each group of expenses. Also 
any individual expense item. Allow for 
effect of higher or lower manufactured 
goods on hand or differently constitu- 
ted stock. 


General summary of financial position. 
Note any apparent trend. Simple 
statement of balance sheet items gives 
comparison with figures of last year 
and an earlier significant year. 


Comment on the effect of trading 
results on the financial position, par- 
ticularly the current finances. 


Watch increasing investment in 
stocks, if due to higher prices or 
heavier stocks. 


Comment if necessary on the general 
capital structure and funds and if 
sdequate for the future. 


FINAL COMMENTS. 

Recapitulation of position disclosed by 

analysis and any recommendations or 

suggestions of what might be done, 

of a general note that everything 
ems to be right. 





Cost of sales. 





‘Table of costs of sales 
Item |} 1955 | 1954 %55 





55 to 54 





Materials, Wages, 
i 2< ws ba en | 

















FINANCIAL POSITION. 
Summary of assets and liabilities. 


Tos T9555 eed bel 
Current Assets 


BPOUOOED cc ce te ce oe 
EE e- Weibp leh owl oe 
Cash .. 
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‘1x Assets .. 
etors 


Where the profit has gone. 


Profit of £0000 less dividends paid £000 has left £000 
invested in the business which has been reflected in the 
Coy’s financial position. 

Debtors up £0000 

Stock down 

Bank O’draft up 


£0000 
£0000 





Net 
Fixed Assets up 
Total 








Financial current position. 


Current assets v. current liabilities. 
Ratio—with stock, with bank O/d. 
without stock, without O/d. 
State of stocks, debtors, and creditors. 
Months’ sales outstanding 
Months’ sales of stock held—Raw 
Progress 
Finished 
Months’ purchases not paid for? 


Long term financial position. 
Proportion of funds invested in current assets and fixed 


assets. 
1953/Last Year/Current Year. 
Total funds supplied by shareholders and creditors. 


CONCLUDING REMARKS: 
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A NOTE ON 
EDUCATIONAL POLICY 


H. McCredie 


ROFESSOR R. J. Chambers in the 

Australian Accountant in February 
outlined some ideas concerning the 
courses of study to be undertaken by 
a student before admission to member- 
ship of the Society. Whilst having a 
great deal of sympathy with the views 
expressed by Professor Chambers, I 
must comment upon the statements 
regarding the legal subjects. 


Customs as law 


I am pleased that Professor Cham- 
bers writes of the need to treat law 
as “an evolving thing” but I cannot 
agree with his statement that the law 
is “a growing and constantly changing 
codification of currently acceptable 
customs.” Law is not wholly based on 
customs. A very good example of this 
is found in New South Wales where 
the law prescribes the length of swim- 
ming costumes to be worn on beaches 
but the custom is that this law is 
never obeyed. The law has failed to 
keep pace with accepted custom in this 
case and other examples could be given. 
Accepted customs may not be laws and 
laws need not be accepted customs. 


The changing content of law 


It would be of great advantage if 
students of accounting could be taught 
to think of the law as changing and 
also to consider what the law should be. 
To seek answers alone in the prevailing 
economic framework as suggested by 
Professor Chambers would be undesir- 
able, for far more than the social and 
economic framework must be consid- 
ered. As a matter of interest Profes- 
sor J. Stone in his book, Province and 
Function of Law divides consideration 
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of law into: law and logic, law and 
justice, and law and society; the first 
two being at least as important as the 
third. 

If the accounting student could he 
taught to appreciate that the law is 
ever changing and is not a “neat, final 
and unalterable code” it would be a 
great achievement just as it would be 
if a student was taught that account- 
pe is not a “neat, final and unalterable 
code.” 


Relation of disciplines 


A knowledge of one discipline always 
requires a knowledge of the disciplines 
approaching its boundaries. An ac 
counting student would not have sufi- 
cient understanding of the law to 
appreciate the problems suggested by 
Professor Chambers, but considerable 
benefit would accrue to students if their 
attention was directed to the fact that 
law and accounting may be related. To 
do this, company law and company 
accounting should be studied together, 
and to isolate one from the other is 
artificial. 

I agree with the sympathies e- 
pressed by Professor Chambers. The 
legal training given to an accounting 
student is, however, not sufficient t 
allow him to appreciate the problems 
of association of law with accounting, 
but a lot could be achieved by the sug- 
gestion I have made that company lav 
and accounting be considered together. 


Background of learning 


A further suggestion is that the sy! 
labus of law at some stage includ 
something of legal history and the 
constitutional law of Australia. The 
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legal history and constitutional law 
are briefly dismissed in a few words 
in the introduction to commercial law, 
and this leaves the student with a very 
unreal appreciation of the general 
study of law. 

From a practical point of view, the 
accountant is more likely these days 
to require a little knowledge of con- 
stitutional law than he is to require 
knowledge of innkeepers and the like. 
Such a study would also bring home 
to the student the ever changing nature 
of law. 

Apart from these criticisms, I have 
two particular criticisms which I must 
levy at the treatment of law in the 
Society’s syllabus. The first might well 
apply to the accounting subjects, but 
most certainly does apply to the legal 
subjects, namely, the entrance require- 
ments. 


Entrance requirements 


Before commencing a course of 
study for the Society examination, 
students are required to complete the 
preliminary examination, but if they 
have completed the Intermediate 
examination or the equivalent in cer- 
tain subjects the students are granted 
exemption from the preliminary. This 
in effect means that the entrance re- 
quirement is the Intermediate. 

A student who completes the Inter- 
mediate may be fourteen, but more 
often fifteen, and he then commences 
work for Stage I. Included in the syl- 
labus for Stage I is the subject Com- 
mercial Law. 

For a student of fifteen to be called 
upon to study law is a farce. The 
student’s mind is far too immature to 
appreciate the study. It is easy to say 
that there is no intention of making 
the student a lawyer, but only that he 
should have a smattering of law. I 
well appreciate that this is so, but the 
smattering which the student does get 
should be such that he can appreciate 
what he is learning. 

It is very interesting to see that of 
the ten faculties of the University of 
Sydney only one, the faculty of Law, 

a minimum age limit, namely 


The Australian Accountant, April, 1956. 


seventeen, and in addition students 
studying Law are advised to do two 
years Arts before proceeding to the 
faculty of Law if coming direct from 
school. Admittedly the study of law 
is here much more complex, but the 
general proposition applies, namely 
that a minimum age of seventeen is 
considered essential and in addition a 
further two years of maturity from 
school days is most desirable before 
law is studied. 


The entrance requirement of the 
Intermediate could well be replaced by 
an entrance requirement of the Leaving 
Certificate or even Matriculation. The 
advantage to the Society of increased 
standing in the community would be 
great and this would be to the benefit 
of all its members. The additional cost 
to a student required to remain at 
school for a further two years would 
in these times be warranted, and com- 
merce in general would in the long run 
benefit. These remarks might also 
apply to accounting, but the subject 
of Commercial Law is certainly not a 
subject for a student of fifteen to 
undertake. 


Commercial law 


The second particular criticism is the 
placing of Commercial Law in Stage 
I. Commercial Law at the present time 
includes contracts, sale of goods, part- 
nership, negotiable instruments, guar- 
antees, bankruptcy, common carriers 
and other subjects. This course in- 
volves a considerable amount of study. 


Admittedly, law is subsidiary to 
accounting in the syllabus, but the 
study of the whole subject in Stage I 
gives the impression that the standard 
to be reached is the equivalent of Stage 
I Accounting. Stage I Accounting leads 
on to Stage II and Stage III, and thus 
the standard is somewhat lower than 
that finally required of the student, 
whereas the student has no further 
study of Commercial Law and the 
complete standard required must be 
obtained in Stage I. This standard may 
not be as high as that required for 
final accounting, but nevertheless: is 
comparatively higher than that re- 
quired for Stage I accounting. 
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The thrusting of Commercial Law 
on the student so early in his course 
without any further study of law is 
undesirable. I am not suggesting that 
there should be two sets of papers in 
Commercial Law, but rather that the 
student should approach the subject 
gradually. This could be brought about 
by having Commercial Law I in Stage 
I and a different content for Commer- 
cial Law II in Stage II. 


There is a further general criticism 
that when the syllabus is divided into 
three stages it gives the impression 
that, if the examinations are held six 
monthly, a student might be able to 
do each stage in six months. This cer- 
tainly is not possible for the average 
student, and it might well pay to re- 
vise the suggestion of Stage I, II and 
III; in fact there does not seem to be 
any great advantage in having such 
things as “Stages.” In universities 
students complete years of courses, but 
each year coincides with the academic 
year and an annual examination is held 
at the end of each year. 


The postponement of some of the 
Commercial Law would mean that the 
student would be more mature and 
better able to appreciate the link 
between law and accounting. 


There is one further criticism of 
the study of law over which the Society 
has no control, and that is the study 
of law by correspondence. No matter 
how well the text book is written, law 
is a personal thing and much more can 
be obtained from a lecture than from 
the study of a text book. 


Professor Chambers criticises the 
“neat, final and unalterable code” atti- 
tude of students but this must be 
brought about to some extent by the 
fact that text books have to be written 
in this way and that students have no 
other contact with the law than 
through a text book. 

In conclusion, the study of law by 
students for the Society’s examinations 
is commenced too soon by immature 
students who are not given the chance 
to consider law as being a changing 
subject ready to help and to be helped 
by accounting. 
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The Australian Society of Accountants 
Lecture in the University of Tasmania, 
delivered on Tuesday, 20 September, 
1955. 


THE FORMAL BASIS 
OF BUSINESS DECISIONS 


R. J. Chambers, B.Ec., A.A.S.A. 


Associate Professor of Accounting, University of Sydney. 


I 


IS is the last of three lectures de- 
voted to an examination of the 
relationship between accounting and 
the financial policies of business. In 
the first of the series,) it was argued 
that accounting is a fact-finding func- 
tion the aim of which is to assist in 
the making of decisions on the finan- 
cial aspects of business and other 
organisations. A distinction was drawn 
between decisions which are strictly 
fnancial in character, and decisions 
which are not solely of a financial 
nature. The second lecture? dealt, in 
the main, with the impact of the finan- 
cial statements on the actions of finan- 
cial supporters; it was concerned with 
the decisions of parties outside the 
group responsible for the management 
and direction of business firms. The 
present lecture will concern itself with 
the relationship between accounting 
and the decisions of businessmen vis- 
vis the firms which they manage. A 
election of financial and quasi-finan- 
tial problems will be considered. 


Limitation of the problem 

A complete examination of the pro- 
cess of making business decisions 
would involve separate discussion of 
two main groups of decisions: those 
which are made by groups, such as 
boards of directors, financial commit- 





l.“The Relationship between Accounting 
and Financial Management,” The Australian 
Accountant, September, 1950. 

2. “Accounting and Business Finance,” The 
Australian Accountant, July, August, 1952. 


The Australian Accountant, April, 1956. 


tees and executive committees, and 
those which are made by single per- 
sons, The processes by which group 
decisions are made are the more com- 
plex. Any such group will have at its 
disposal certain general information, 
information known equally by each of 
its members. But the interpretation 
each places on this information may 
differ from the interpretations of 
others. Each member may, however, 
have some private information. Some 
he may divulge, putting other mem- 
bers on the same informational foot- 
ing as himself. Some he may not dis- 
close, because he wishes to keep it to 
himself, or because it cannot be dis- 
closed, or because he believes that 
other members already know of it. 
Whatever the reason, private informa- 
tion will influence the course of action 
which a member of a group will sup- 
port. Further, there are personal re- 
lationships between members of a 
group which will have some bearing 
on the outcome of the discussion of a 
problem situation, and differences in 
the esteem some members have for the 
competence and judgment of others. 
Analysis of the way in which group 
decisions are made is confounded by 
these possibilities. To simplify the 
problem, therefore, it will be assumed 
that either (a) the decisions to be dis- 
cussed are made by one person, or (b) 
if decisions arise from the delibera- 
tions of many persons, the outcome is 
not influenced by the inter-personal 
relationships and feelings mentioned 
above. 
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II 
THE UTILITY OF INFORMATION 


Varieties of Information 


Although financial and quasi-finan- 
cial problems are the focus of atten- 
tion, no such problem is entirely free 
of some non-financial aspects. Certain 
ends are to be attained other than the 
immediate and obvious end. Suppose, 
for example, it is proposed to raise a 
company’s dividend rate; the present 
availability of profits and cash is not 
a sufficient ground. It may be neces- 
sary to consider the effect such a de- 
cision may have on the future expecta- 
tions of investors, on the attitude of 
workers, on the goodwill of customers. 
It is difficult for the mind to grasp all 
these features of the problem and to 
evaluate each simultaneously. The 
proposal is taken piece-meal; the finan- 
cial aspects and the non-financial 
aspects are examined separately, and 
the decision reached is a compromise, 
based on the weight given to each 
aspect, between the consequences of the 
available courses of action. 

If he tries to act reasonably, the 
businessman will seek to inform him- 
self about each aspect of the problems 
demanding his attention. For informa- 
tion on the financial aspects of prob- 
lems he will have recourse to account- 
ing statements of some kind; for in- 
formation on the other aspects of prob- 
lems he will have recourse to informa- 
tion generally less comprehensive and 
obtained by less systematic means than 
information on the financial features 
of business. Some of the non-account- 
ing information will have been com- 
piled for the specific problem before 
the businessman; some will be frag- 
mentary; some will be qualitative. It 
is thus distinguishable from informa- 
tion compiled regularly, over time, 
according to some more or less con- 
sistent method, such as is information 
derived by the accounting process. 

The businessman can make reserva- 
tions or allowances for the inadequacies 
of information obtained occasionally 
or by unsystematic means. He will 
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know it is a fragment, taken from but 
not necessarily representative of its 
context. Even though it may be directly 
relevant, it may not be accepted ag 
thoroughly reliable. This lack of 
reliability may have to be discounted 
because there is no more reliable infor- 
mation available which is equally rele 
vant. But the decision to which it gives 
rise will be made with less confidence 
(and should, therefore, be reviewed 
frequently and rigorously) than a de 
cision based on information known to 
be reliable. 


Information derived from accounting 


There may well be a tendency, how- 
ever, for the businessman to accept 
without reservation information col 
lected according to an established and 
widely accepted procedure. Account- 
ing information is the example par 
excellence. It may be accepted because 
the businessman knows that his con- 
temporaries also depend on accounting 
information, and because he knows 
that there is an established profession 
of accountants who follow the same 
procedures. Beneath the acceptance of 
accounting information would lie the 
belief that accountants are sufficiently 
knowledgeable and technically com- 
petent to provide information appro- 
priate to the decisions he is called upon 
to make. The businessman may, 2 
fact, assume that the accountant knows 
intimately the problems to be solved 
and can look at them from the busi- 
nessman’s point of view. And, if 
accountants claim or admit that their 
function is to serve management, the 
businessman’s assumption is justif- 
able. It would follow that the account- 
ant would collect and arrange just that 
information which is relevant to busi- 
ness problems. 


The accounting viewpoint 


There is abundant evidence that 
accountants generally believe that the 
practices which they follow yield it 
formation which is relevant. But the 
evidence is to be found in the practical 
work and in the writings of account 
ants. 
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FORMAL BASIS OF BUSINESS DECISIONS 


Observations about the validity of 
accounting practices are commonly 
introduced with the phrase “from the 
viewpoint of accounting” or some 
equivalent qualification. This is a great 
convenience; it comfortably limits the 
issues to be discussed. But it also 
evades the only test of validity that is 
worthwhile—the test of utility in busi- 
ness. 

Again, one is frequently confronted 
with the rhetorical question: can 
there be anything wrong with a 
technique which has survived cen- 
turies of use through = greatly 
varied conditions? It is unwise 
to assume that the persistence of an 
accounting technique is proof of the 
utility of the resulting information. It 
is feasible, but not necessarily true, 
that business firms have prospered in 
spite of accounting, rather than be- 
cause of it. Or, to take a less extreme 
view, it is possible that conventional 
accounting gave closer approximations 
to realities in the past than it has done 
in recent years. To overlook this possi- 
bility is to ignore a reasonable premise. 
Logical errors of this kind are not un- 
common in the arguments of those who 
see in the survival of a technique evi- 
dence of its utility. Two examples are 
worth noticing. One deals with finan- 
cial accounting, the other with an 
aspect of cost accounting. 


(a) Professor Dein writes* of the 
criticism that accounting reports in 
the post-war period of rising price 
levels have been and continue to be in- 
correct and misleading: “These should 
be serious charges when made in public 
(as they have been) and when fully 
documented and authenticated, The 
evidence submitted thus far fortunately 
[sic] seems not to have been fully 
convincing, for with no more visible 
progress than has been made to cure 
the alleged defects, the profession of 
accounting, as well as the financial 
statements which symbolize the pro- 
fession, should certainly otherwise 


3. R. C. Dein, “Price-Level Adjustments: 
Fetish in Accounting,” The Accounting Re- 
tew, January 1955. 
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have gone into a state of eclipse.” This 
conclusion rests on the undisclosed 
premise that imperfect performance of 
function is a sufficient condition for 
the “eclipse” of the functionary, and 
this premise is demonstrably false. For, 
in the first place, a functionary may 
develop ancillary functions, so that 
even though it performs its prime 
function poorly its existence is still 
on balance justified. In the second 
place, it is not universal imperfection 
but relative imperfection of per- 
formance which will lead to the 
displacement of any functionary. In 
the case of accounting and the account- 
ing profession, relative imperfection of 
performance has not been permitted 
to be observed. The conventional 
method of determining income has long 
been taught and practised, to the point 
where it is almost accepted as dogma, 
and it has been adopted by governments 
for taxation purposes. Any proposal 
to change it is, therefore, met with the 
unwillingness to experiment and the 
conservatism of the profession, and 
the fiscal sanction of the established 
method. 


These observations are supported by 
some comments in the 1947 and 1948 
annual reports of United States Steel 
Corporation. In 1941 the company had 
adopted the last-in, first-out method of 
valuing inventories. “This method 
recognises fluctuations in the purchas- 
ing power of the dollar by reflecting 
current costs of employment and pur- 
chases—whatever the price change— 
in the cost of products currently sold. 
It is the most acceptable method yet 
developed of recording in costs pur- 
chasing power equivalent to that orig- 
inally expended . . . [By this method] 
rising wages and prices currently in- 
curred by U.S. Steel to reproduce what 
is sold are recorded as cost and not as 
increased inventory valuation and 
seeming profit.” (1947 report) The 
company stated its belief, in the same 
report, that the same principle should 
apply to long term inventories. “If a 
business is to continue, it is necessary 
to recover the purchasing power of 
sums originally invested in tools so 
that they may be replaced as they wear 
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out. Therefore, this added amount is 
carried as a reserve for replacement of 
properties. It is a simple truth that 
to buy similar tools of production takes 
more dollars today than formerly; to 
count as profits, rather than as cost, 
the added sums required merely to 
sustain production is to retreat from 
reality into self-deception.” Effect was 
given to this idea by increasing the 
1947 charge for wear and exhaustion 
of facilities by 30 per cent. of the 
amount determined on an _ historical 
cost basis. In the 1948 report, how- 
ever, the company announced that it 
had abandoned the practice adopted in 
1947 in favour of accelerated deprecia- 
tion. The reason? “. . . the disagree- 
ment existing among accountants, both 
public and private, and the stated posi- 
tion of the American Institute of 
Accountants, which is supported by 
the Securities and Exchange Commis- 
sion, that the only accepted accounting 
principle for determining depreciation 
is that which is related to the actual 
number of dollars spent for facilities, 
regardless of when or of what buying 
power...” 


This case demonstrates the difficulty, 
almost the impossibility, of comparing 
one method with another in practice; 
as long as no alternative is permitted, 
relative imperfections cannot be ob- 
served, and it is impossible to tell how 
much better, or worse, the “accepted” 
method is than another. 


(b) A similar non sequitur occurs 
in a note on the distribution of over- 
head costs by Professor Baxter.* “De- 
spite the apparent strength of the... 
arguments against the practice of 
allocating overhead expenses, the fact 
remains that allocation is very com- 
mon, not only where departmental ac- 
counts are concerned, but also in most 
kinds of cost accounts . . . We should 
therefore expect to find that, if the 
logic of the practice were shaky, many 
businesses would have noticed bad re- 
sults, and vigorous criticisms would 





4. W. T. Baxter, “A Note on the Allocation 
of Oncosts between Departments,” The 
Accountant, 5 November, 1938. 
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have followed. But the reverse is the 
case. There has been no public outcry; 
on the contrary, many of the most suc 
cessful and profitable enterprises rely 
on costing methods that involve allo 
cation, and attribute their prosperity 
at least in part to such systems.” 


It is perhaps true that vigorou 
criticisms follow bad results. But 
firstly, bad results may not be experi. 
enced, because the critical decisions are 
products of the costing system. Se 
ondly, it is quite improper to suggest 
that vigorous criticism will be directed 
towards an accounting method whe 
bad results are noticed. Bad results 
are usually attributed to inefficient 
operations; supervisory and executive 
personnel in the manufacturing and 
distributing divisions are more likely 
to attract criticism than the cost 
accountant and his method. Professor 
Baxter’s argument is based on the 
erroneous assumption that the illogic 
ality of a practice becomes apparent 
in use. As was shown in the former 
example, the detection of error ip 
practice depends on the opportunity of 
comparing alternative methods. There 
are many reasons why the kind of i» 
ductive reasoning mentioned by Pro 
fessor Baxter will yield nothing which 
may be used to test alternative costi 
procedures. The laboratory meth 
would be to expose the same executive, 
in the same circumstances, to different 
arrangements or types of information; 
the consequences of his decisions could 
then be compared, the decision which 
turns out to be the most appropriate 
being indicative of the information 
which is most relevant or useful. This 
method is not, of course, available; 
for every experience, of examining it 
formation or of making a decision, 
makes an executive a slightly different 
executive as far as any subsequent 
decision is concerned. 

Further, it is doubtful to say the 
least, whether any voluntary @ 
solicited statement attributing the 
prosperity of a firm to a system of 
costing which involves allocation should 
be relied on. For, quite apart from the 
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fact that it is impossible to disentangle 

.the causes of many observable results, 
the executive making the statement 
may well feel obliged to support a 
method used by him or by officers 
under his direction; he would scarcely 
condemn his own judgment. 


The argument quoted above is thus 
no proof of the validity of overhead 
allocation. One can agree with Pro- 
fessor Baxter’s comment that “an 
accounting system may be illogical and 
yet prove to be useful in business.” But 
it does not seem proper to ignore the 
logical defect, or to disregard the possi- 
bility of devising a more economical 
system or a system which gives infor- 
mation of a higher order of relevance. 


Relevance of accounting information 


What financial information, then, is 
relevant to the solution of business 
problems? 


This question has attracted very 
little attention on the part of account- 
ants. Relevance does not rank among 
the so-called conventions and doctrines 
of accounting. It seems, nevertheless, 
to be fundamental, deserving of every 
bit as much discussion as other con- 
cepts. Much of the opposition to inno- 
vations in accounting may stem from 
the fact that relevance is not deemed 
to be a critical concept. 


The idea is perhaps more frequently 
wed in reverse by opponents of the 
view that current costs and current 
values should appear in accounting 
statements. Thus, Professor Littleton 
enunciates a Principle of Irrelevant 
Effects: If fluctuations in price levels 
are ignored as a basis for changing 
directly the statistical effects of tran- 
sactions previously entered in the 
account, this omission would tend to 
avoid the introduction of irrelevant 
and confusing modifications in the ob- 
jective measurement of enterprise 
efforts and accomplishments.’ This 
kind of question-begging is typical of 


a 





5. Structure of Accounting Theory, Ameri- 
can Accounting Association Monograph No. 5, 
1953, p. 222. 
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much accounting theory, and in the 
price level controversy it appears in 
statements by supporters both of his- 
torical cost and of current cost. 
Irrelevant to whom? and, irrelevant 
for what? one may ask. Professor 
Littleton offers no discussion of these 
questions, no argument based on obser- 
vation of the business world to justify 
his “principle”, He describes it as an 
“inductively derived principle,” imply- 
ing that it arises from observation or 
experience. It appears, however, that 
he alludes to the observations and ex- 
periences of accountants rather than 
of businessmen, and this, it is sub- 
mitted, leads right away from the very 
point at which relevance may be tested. 


To return to the question: what 
financial information is relevant to the 
solution of business problems? 


Every business problem requires the 
making of a decision which is expected 
to result in the attainment of a purpose 
in a given environment. Over time, 
both the firm and its environment 
change, but with few exceptions the 
general purposes of a firm remain the 
same. The general problems of the 
firm are therefore concerned with 
carrying out its purposes in spite of 
changes in its environment. Because 
each problem is unique in time (though 
many are similar in other dimensions) 
it must be resolved in terms of the 
values ruling at that time, as deter- 
mined by the environment. If the en- 
vironment changes slowly, the values 
at which transactions are entered in 
accounts may continue to be relevant 
for some time. But if the environment 
changes rapidly, the initial values at 
which transactions (e.g., purchases of 
goods) are entered in accounts may be 
quite irrelevant at the date of the con- 
summation of those transactions (e.g., 
by sale of the subject goods). And, 
even when the environment changes 
slowly, the values at which purchases 
of fixed assets are entered in accounts 
may be quite irrelevant in subsequent 
periods in which the consummation (by 
exhaustion of the asset) of such a 
transaction occurs. These irrelevancies 
arise, it is emphasised, because the 
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initial records of unconsummated 
transactions are inconsistent with the 
environment, whereas the business- 
man’s problems must be resolved in the 
environment as it stands. 

The information that is relevant to 
the businessman is, therefore, infor- 
mation about here and now, inasmuch 
as “here and now” is the closest time, 
to the period in which his decision will 
be carried out, of which he can have 
knowledge. Contemporary values, costs 
or prices are the relevant magnitudes. 
The costs incurred in. acquiring assets 
are relevant to problem situations when 
those assets are acquired, but then 
only. 


Representativeness 


There is another aspect of the ques- 
tion which also leads to the same con- 
clusion. That accounting is abstract 
and formal was pointed out in the first 
lecture. Any kind of accounting that 
can be imagined is necessarily so, for 
it -involves converting unlike real 
things into like symbols. In this respect 
accounting is confronted with a prob- 
lem similar to that which faces com- 
munication engineers, In a_ recent 
article, on the relationship between in- 
formation and business decisions, M. 
Shubik observes: “Communication 
scientists and engineers deal with in- 
formation as a set of messages obtained 
by arranging a given set of symbols.’ 
He quotes an expert in the field: “Fre- 
quently the messages have meaning: 
that is, they refer to or are correlated 
according to some system with certain 
physical or conceptual entities. [How- 
ever] these semantic aspects of com- 
munication are irrelevant to the en- 
gineering problem.”*? Shubik  con- 
tinues: “It is precisely the meaning 
attached to and action taken on re- 
ceipt of a message that is of interest 
to the social scientist.” 





6. “Information, Risk, Ignorance and In- 
determinacy,” The Quarterly Journal of 
Economics, November, 1954. p. 629. 

7. C. E. Shannon, A Mathematical Theory 
of Communication, Bell Telephone System 
Monograph B-1598, 1948. 
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This rings bells. Accounting may he 
abstract and formal, but it does not 
follow that its symbols must be con. 
sidered as symbols only. The engineer. 
ing approach is inappropriate for the 
accountant; he must be concerned, as 
is the social scientist, with the content 
and significance of his symbols; for 
the businessman is engaged in the 
manipulation of real events, real things 
and real relationships, and symbols are 
only useful to him if they represent 
these realities. 

Under the conventional accounting 
process, it is possible to find identical 
assets appearing at different values 
because of the different figures at 
which they were first entered in the 
accounts, and to find identical goods or 
services charged against gross income 
in different amounts for the same 
reason. Can it be said that at any time 
there are several values corresponding 
to a given type of goods or services, 
all equally relevant to the price, output 
and product decisions of the business- 
man? Surely not. The service rendered 
by an asset purchased in the past is 
relevant as long as technology remains 
unchanged, but the value of that ser- 
vice varies as the environment dic- 
tates, independently of the wishes of 
businessmen and independently of the 
original entries in the accounts, The 
value placed on that service in the 
accounts should vary likewise, if the 
accounts are fairly and consistently to 
represent the business firm, its proper- 
ties and costs, in a manner useful to 
businessmen. The unliquidated bal 
ances of any transaction and charges 
against those balances should appear 
at values ruling on the dates at which 
such balances and charges are reported. 
Only thus will they represent 
phenomena in a way that is meaningful 
to decision-makers. 


Adjustments of conventional accounts 


It should not be assumed that the 
proposal to report transactions ™ 
terms of current values completely 
solves the problem of providing rele 
vant information. The proposal itse 
involves a formal, and to some extent 
abstract, correction of originally Tr 
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corded figures. For inventories there 
are generally no insuperable difficulties 
to obtaining current market values. 
But for fixed assets the only feasible 
solution seems to be to correct money 
costs by means of an index number. 
And this introduces a formal compon- 
ent in the calculations which may re- 
sult, over years, in the adjusted figures 
diverging from true current costs or 
values. The discrepancy, however, will 
not usually be anything like as great 
as the discrepancy between initially re- 
corded money outlays and true current 
values determined in the market. The 
adjusted figures are not unassailable, 
but they will be more relevant than 
historical costs, and will involve less 
guesswork, judgment or intuition on 
the part of the decision-maker, Occas- 
ional revaluation of assets may still 
be necessary, but the amounts of such 
adjustments will not be as great as 
those which have in recent years arisen 
from revaluations for the purpose of 
capital re-organisation. 


It will be clear from the foregoing 


argument that there are two general 
observations which may be made about 
information needed for the solution of 
business problems. Firstly, all relevant 
information is necessary, relevance be- 
ing specific to problem situations at 
definite points of time. Secondly, as all 


relevant information can seldom be 
obtained—either because some is not 
available, or because the available in- 
formation is formally derived and thus, 
for technical reasons, is not the ideal 
information — every decision involves 
the exercise of judgment or intuition. 


_The second principle, however, is no 
licence for neglecting the first. Ac- 
countants are in a favoured position to 
know in great detail the problems of 
businessmen, the kinds of financial in- 
formation businessmen need, and the 
mental processes by which, in a given 
situation, information is converted into 
4 decision. And they ought to know 
how just those kinds of information 
tan be obtained. The way in which 
Iiformation is put to use is 
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greatly in need of empirical study; it 
would be particularly interesting to 
accountants, for it would provide a 
test of usefulness, and usefulness is a 
necessary criterion of accounting 
method. It is not sufficient for account- 
ants to know how to provide some in- 
formation; and it is not sufficient to 
hope that whatever information is pro- 
vided will be useful. 


III 


THE ATTITUDES OF BUSINESS- 
MEN TOWARDS INFORMATION 


The way in which information is 
accepted has probably as much effect 
on the outcome of deliberation as the 
quality of the information itself. Just 
as there has been little empirical study 
of the use made of information, there 
has been no study of the attitudes of 
businessmen towards accounting in- 
formation. 


In the previous section it was sug- 
gested that businessmen may accept 
without reservation information col- 
lected according to an established and 
widely accepted procedure. This a 
priort generalisation may apply to 
accounting for several reasons. Ac- 
counting is not only a process which, 
because of its numerical content, the 
layman assumes to be exact; it yields 
statements which independent account- 
ants are often required to check, and 


on which those independent account- 


ants report that the statements truly 
or fairly or correctly represent the 
affairs of business firms. This kind of 
certification, though not designed to 
have the same effect as testimonials for 
medicinal panaceas, may well have such 
an effect. And the adoption of the 
accountant’s method by the fiscal 
authorities, as was mentioned earlier, 
may lend further support to account- 
ing in the eyes of the businessman. 


But the class “businessman” does 
not seem to be homogeneous in respect 
of the attitude towards accounting in- 
formation. It will be useful to consider 
some of the views which may be 
adopted, 
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Some possible attitudes 


Some businessmen may believe that 
the information supplied by account- 
ants is relevant and complete. It is to 
this group that the generalisation 
mentioned above properly applies. This 
group may include the largest number 
of all businessmen—those who know 
little about the technique and limita- 
tions of accounting, whose business 
units are not large, and who therefore 
cannot afford to employ specialists 
capable of interpreting accounting 
statements in the light of changes in 
the environment. If the belief of such 
a businessman is justified, subsequent 
action will not be inappropriate 
through faults in the information, 
though it may be inappropriate through 
errors of judgment. If his belief is 
not justified, because the information 
supplied does not meet the require- 
ments mentioned in the previous sec- 
tion of this lecture, subsequent action 
will always be inappropriate to the 
circumstances, except in the unlikely 
event that irrelevancies in the infor- 


mation are compensated by errors of 
judgment. 


A second group of businessmen may 
believe that the information supplied 
is relevant but incomplete. If the belief 
of such a businessman in the relevance 
of the information is justified, he will 
feel the necessity to add to it such 
other information as he may have ob- 


tained personally, by hearsay or obser-: 


vation. He may feel free to speculate 
about the impact of factors about 
which his knowledge is imperfect, and 
he may go about this in an organised, 
methodical manner, or in a disorderly 
manner. The appropriateness of sub- 
sequent action will depend on the 
amount of additional relevant infor- 
mation to which he obtains access, on 
his ability to discern the potential im- 
pact on net income of the factors about 
which he obtains additional informa- 
tion, and on the rigour with which he 
examines the courses of action avail- 
able to him. If, on the other hand, his 
belief is not justified—because his in- 
formation is relevant and complete, or 
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irrelevant and incomplete—he is just 
as likely to act inappropriately as if 
he believed the information to be rele. 
vant and complete when it was not. 

The two foregoing groups include all 
businessmen who believe accounting 
information to be relevant to their 
problems, These are the persons on 
whose behalf accountants should study 
carefully the relevance of the informa- 
tion they supply. 

There is a third group—those who 
believe the information to be irrelevant. 
If, in fact, the information is relevant, 
the decisions of this group will be in. 
appropriate, for they will disregard 
their information. If, on the other 
hand, the belief is justified, the busi- 
nessman is without guidance of a for- 
mal kind; having no dependable infor- 
mation he may be forced to rely on 
speculation and intuition. Whatever 
the outcome of his decision, it will be 
by chance, not by reason. It is likely, 
however, that many firms in this group 
will have the means of testing whether 
or not any information is relevant to 
their immediate problems. They will be 
able to employ experts to examine and 
report on changes in the environment 
and their effects on the firms’ prospects. 
They will be in a position to rework or 
to ignore accounting information be 
cause of their superior means of ob 
taining relevant information from 
other sources or of other kinds. 


Evidence of belief in the inadequacy 
of accounting information 


These three kinds of attitude to 
wards accounting information are all 
plausible, and each has features which 
should interest accountants. This brief 
consideration of them seems to be war- 
ranted by signs, probably originating 
from or relating to the third group, 
that the accounting statements are not 
universally accepted by businessmen 4 
complete and relevant even in respect 
of the matters they cover. The evidence 
is scattered. It is neither represents 
tive nor conclusive. But it is indicative 
of the views of some able and ably 
assisted businessmen. 

(a) There are a few statements 
made by or on behalf of business 
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groups. For example, in 1947, Machin- 
ery and Allied Products Institute 
(U.S.A.) published a pamphlet, De- 
preciation and the Postwar Price Level, 
written by its Research Director. It 
may be presumed to represent the view 
of members of the Institute, who, be- 
sides being machinery manufacturers 
are also large machinery users. The 
pamphlet argues that the conventional 
method of computing depreciation on 
the basis of cost results in overstate- 
ment of profits. The concluding sec- 
tions deal with two types of manager- 
ial decision—dividend distribution and 
capital investment: 


Profits and dividends are of course essen- 
tial if corporations are to raise outside 
capital, either by direct borrowing or by 
security flotations. The question here is not 
whether industry should make profits: it is 
whether it should overstate them. Specifically, 
it is whether investment in productive facili- 
ties benefits by the reporting of capital re- 
coveries as income and by the distribution of 
these recoveries in dividends. We think not 

. it will be obvious when we consider 
managerial behaviour that a billion dollars 
of capital recovery, labelled as such and re- 
tained for investment, will generate more 
corporate capital expenditure than a billion 
dollars of such recovery, erroneously labelled 
profit and paid out to stockholders. Manage- 
ment will spend money it has in the till when 
it will not or cannot go out and raise it from 
the public . . . Since capital investment must 
be recovered in real purchasing power, not 
simply in dollars, under-depreciation should 

recognised for managerial purposes 
whether recognised for tax purposes or not. 


It is clear that the Institute regards 
the accountant’s concept of income, and 
statements based on that concept, as a 
poor foundation for decisions on divi- 
dends and corporate investment. A 
similar belief is evident from a study, 
The Effects of Inflation on Industrial 
Capital Resources, published by the 
Federation of British Industries in 
=. The problem is stated as fol- 

WS: 


The maintenance of capital intact, in the 
sense of preserving the productive capacity of 
the enterprise, is, in fact one of the most 
Important responsibilities of management. 
For the fulfilment of this responsibility only 

balance remaining after provision has 
been made for the maintenance of capital 
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can be regarded as “profit” and as available 
either to meet taxation or for distribution as 
dividends. If the value of money remained 
constant, an increase or decrease in the 
capital resources of industry would be fairly 
easy to measure. But when the value of 
money is changing as progressively as it has 
done in recent years, then there is great 
difficulty in interpreting the published 
accounts of public companies so as to measure 
changes in capital. This difficulty arises from 
the use, in a long period of rising prices, of 
accounting methods which assume a stable 
value of money. 


The F.B.I. study takes cognisance 
of the overstatement of income arising 
from the inclusion of inventory gains 
as well as from inadequate provision 
for replacement of fixed assets. It 
purports to show that for eighty com- 
panies, accumulated reserves and de- 
preciation provisions in 1949 fell 
materially short of the amount needed 
to maintain the real capital of 1938: 


The amount of undistributed profits put 
to reserve in the last few years has been 
inadequate to maintain industry’s capital 
over the years. Yet the proportion of profits 
distributed has not risen but fallen. It is 
clear therefore that the levels of prices and 
profits have not been excessive, but too low 
to sustain the burden of taxation under 
existing methods of computation and to 
maintain the productive capacity of industry. 

The points to be noticed are: (i) the 
finger is pointed at the assumption of 
stability, in real terms, of the unit of 
account; and (ii) the implication that 
disclosed profits computed in the con- 
ventional manner have misled business 
firms either into making excessive 
dividend distributions or into inappro- 
priate pricing. 


(b) The validity of the contempor- 
ary accounting concept of income has 
been criticised in the annual reports 
of a number of companies. The num- 
ber is not large, relatively, but the 
companies individually are by no means 
negligible. Companies which have 
made such observations at some time 
during the last eight years include: 
in the United Kingdom, Courtaulds 
Limited, Lever Brothers and Unilever 
Limited, Patons & Baldwins Limited, 
Peninsular and Oriental Steam Navi- 
gation Company, The Shell Transport 
and Trading Company Limited, Tootal 
Limited; in the United States, Bristol 
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Myers Company, National Steel Cor- 
poration, United States Steel Corpora- 
tion, West Virginia Pulp and Paper 
Company; and in Australia, Broken 
Hill Proprietary Company Limited, 
Colonial Sugar Refining Company 
Limited, Jantzen (Australia) Limited. 


The comments of these companies 
are often tied to some criticism of the 
basis of determining taxable income; 
but they nevertheless indicate that the 
managements of these companies be- 
lieve that income should be computed 
in such a way that the maintenance of 
capital is assured. The following ex- 
ample from the 1951 report of Penin- 
sular and Oriental Steam Navigation 
Company is a comprehensive statement 
of what may be involved: 

. if old ships are to be replaced, a 
Company must set aside resources each year 
for three purposes:— 

(i) To write off the original cost of each 
ship. This is usually done by charging 
a proportion of her cost (say one- 
twentieth) against the ship’s earnings. 
To increase the sum set aside under (i) 
in proportion to the increase in current 
shipbuilding costs. 

To supplement sums set aside under 
(i) and (ii) in past years because, since 
they were set aside each year, ship- 
building prices have risen and have 
thus rendered past reserves inadequate 
for the purpose. 

(iv) To set aside the amount by which 
those reserves made under (i), (ii) and 
(iii) above have fallen in value through 
depreciation in Government stocks since 
they were invested. 


This is a complete formula for se- 
curing continuity of operations, as far 
as continuity depends on the adequacy 
of facilities. It makes no reference to 
decisions on the price of services given, 
though appropriate price decisions 
have a material bearing on a company’s 
capacity to set aside the reserves or 
provisions to which reference is made. 
The nature of the market for the pro- 
ducts of any firm may be such that it 
cannot recover, in its prices, sufficient 
sums under each of the four categories 
mentioned in the P. & O. Company’s 
report, but there can be no doubt about 
the criterion underlying the above 


(ii) 


(iii) 
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statement. Price decisions are dis 
cussed at greater length in the follow- 
ing section of this lecture. 


(c) One other indication of the 
necessity for more information than 
conventional accounting gives will 
suffice. Several years ago The Econo- 
mist Intelligence Unit in collaboration 
with the Association of Certified and 
Corporate Accountants offered a ser- 
vice designed to aid businessmen in 
the United Kingdom in making deci- 
sions in respect of which knowledge of 
trends in the price levels of fixed assets 
is necessary. Two specific matters 
mentioned in the original circular were 
the amounts to be set aside to cover 
the future replacement of fixed assets, 
and the values to be placed on fixed 
assets “for insurance and other pur- 
poses.” Indices have been compiled of 
changes in the price levels of capital 
goods in a wide range of industries, 
and these are offered on a subscription 
basis. 

For this project to have been under- 
taken and continued, there must have 
been some assurance of a steady de 
mand for such information. It does not 
follow that this inforraation need be 
incorporated in the financial state 
ments on which businessmen make 
significant financial decisions; but if, 
as was suggested above, businessmen 
are concerned with an income figure 
which allows for the maintenance of 
real capital, the most convenient way 
of following through the effects of 
price level changes would be to in 
corporate adjustments in the account 
ing process, The important point for 
present purposes, however, is_ that 
businessmen find the information con- 
veyed by conventional accounts inade 
quate for their purposes to the extent 
of supporting the service here mel- 
tioned. 


Required information 


Knowledge of what is an appropriate 
form of accounting for business pur- 
poses has generally been pursued iD 
much the same way as knowledge 18 


pursued in other fields, partly by 
reasoning from observed events and 
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partly by deduction. But the view that 
conventional accounting adequately 
serves business purposes can only per- 
sist if observation and deduction are 
circumscribed by a “tendency to ex- 
pect business to conform to an account- 
ing pattern rather than the reverse.”® 
If inquiry is limited in this way, the 
needs of businessmen can be overlooked 
or treated scantily. An attempt has 
been made in the foregoing sections to 
shake off this limitation and to con- 
sider the kind of information needed, 
regardless of what accountants supply. 


The conclusions are: (a) that busi- 
nessmen are concerned with the main- 
tenance of real capacity; and therefore 
(b) that they require a form of ac- 
counting which will show what re- 
mains of gross income after meeting 
expenses and maintaining real capital; 
(c) that for the purpose of forming 
expectations about the yield from 
future operations or additional invest- 
ment, they need figures which show 
the profits earned and the capital em- 
ployed in comparable dimensions; (d) 
that, for the purpose of making any 
decision involving the value of an asset, 
representative or contemporary values 
of assets are required. Conventional 
accounting provides for none of these 
things; it is thus an inadequate formal 
basis for business decisions. Its inade- 
quacies may, however, be overcome by 
adopting “current cost” as the principle 
for computing income and financial 
position instead of historical costs. 

It is worth emphasising that these 
conclusions follow from both inductive 
and deductive lines of reasoning, ob- 
servation supporting what seems, on 
@ priort grounds, to be reasonable and 
appropriate. 

IV 
INFORMATION FOR QUASI- 
FINANCIAL DECISONS 


Up to this point the discussion has 
been focussed on information required 





8. R. H. Montgomery in Foreword to Pera- 
gallo’s Origin and Evolution of Double Entry 
Bookkeeping, American Institute Publishing 

pany, N.Y., 1938. 
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for the broader financial decisions in 
business. It is necessary now to pay 
some attention to the information 
needed for what, in the first lecture, 
were called quasi-financial decisions. 
These decisions include the determina- 
tion of prices, of the composition of 
turnover, of the volume of turnover, 
of the efficiency of operations. 


Cost accounting method 


According to most writers on the 
subject, the rationale of cost account- 
ing lies in its capacity to provide infor- 
mation in greater detail and of greater 
relevance for the above purposes than 
does financial accounting. The greater 
part, by volume and number, of the 
expositions of cost accounting, is de- 
voted to the treatment of absorption 
costing. It is the purpose of the pre- 
sent section to consider whether the 
emphasis on this kind of cost account- 
ing is justified, to ask whether absorp- 
tion costing gives information which 
is as useful and as relevant as it is 
claimed to be. 


The purpose of absorption costing is 
to derive the full cost of each product. 
A distinction is drawn between direct 
costs and indirect costs. Product costs 
are obtained by adding to the direct 
costs a share or shares of the indirect 
costs. The shares of indirect costs are 
computed by making several successive 
apportionments (e.g., as between fac- 
tory costs and general administrative 
costs; and for factory costs, as between 
different departments). 


The important thing to note, for 
the moment, is that costs are made to 
fall on products, “The main type of 
entity with which the cost accountant 
has to deal is the unit of activity which 
the business is concerned to produce.’ 
The reasons given for this emphasis on 
the product are varied. Some writers 
aver that in order to make intelligent 
price decisions, management needs to 
know the average cost to make and sell 
each product. Some say that each job 
produced must bear an equitable pro- 





9. Yorston, Brown and Sainsbury, Costing 
Procedures, Law Book Co., 1954, p. 5. 
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portion of the charges against income. 
Some argue that average product cost 
must be known in order that inventor- 
ies may be correctly valued and that 
periodical net profit may be correctly 
computed. 


Absorption costing challenged 


None of these reasons, however, 
shows how the information on average 
cost influences a decision. There is a 
gap between the derivation of the in- 
formation and the specific decision 
which is supposed to be based on it. 
It is quite possible, for example, that 
business may be taken which does not 
cover average total cost; and it is quite 
possible that business may be taken 
with no intention that it will bear an 
equitable proportion of the total 
charges of the firm. It is also possible 
that the complex calculations required 
to give the average total cost, when a 
change in volume is contemplated, 
would take so long that a decision to 
take additional orders must be made in 
ignorance of the average total cost. 


There are reasons for believing that 
concentration on the average total cost 
of products does not give the kind of 
information needed for price and 
volume decisions. 

(a) As long as business firms have 
only one product it would be proper to 
attempt to compute its average cost 
per unit. It would perhaps also be 
appropriate to do so in the case of firms 
which have several products for which 
no services are provided in common. 
In these circumstances a _ significant 
profit-per-product could be obtained, 
significant in the sense that both in- 
come and expense are directly obtained 
from transactions with _ external 
parties. The same cannot be said of a 
firm which produces a variety of goods 
or services with the same physical and 
organisational equipment. No un- 
equivocal figure can be obtained for 
the average total cost of any product 
in spite of the pseudo-scientific for- 
mulae which have been developed for 
the apportionment of common costs. 
What may the businessman do, given 
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the average total costs of his products? 
If he believes that the costs given by 
his cost accounting system are correct 
and unique figures, his decision may be 
inappropriate; for computed average 
costs may vary widely according to 
the method adopted in allocating in- 
direct costs, and there is no certainty 
that the particular value he is given 
in the range of possible values will be 
the value of greatest significance to 
the firm at the time. If he does not 
believe that the information he is given 
is correct and relevant, that informa- 
tion cannot be considered to be the 
basis of his decision. Therefore, in 
the case of multi-product firms, and 
in these days that means most firms, 
average total costs are unlikely to be 
of notable assistance in  decision- 
making. 


(b) A further reason will become 
apparent from re-examination of the 
view that the product is “the main type 
of entity with which the cost account- 
ant has to deal.” It does not seem to 
be as important to consider what the 
cost accountant has to deal with, as 
it is to consider what the business 
manager has to deal with. And it is 
doubtful whether management is vit- 
ally concerned with the average costs 
of products. A business firm is a unit; 
from the point of view of many per- 
sons, an indivisible whole. This is 
the view held, for example, by all 
financial supporters. They look to the 
management of the firm for overall 
results, for their security and their in- 
come depend on the results of the firm 
as a whole. They do not normally 
think of the profitability of any product 
or department of the firm, but of the 
profitability of the firm. Management is 
necessarily aware of this, and it is 
natural that, whatever decisions are 
made about specific aspects of opera 
tions (prices, volumes or what have 
you), they will not be made without 
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reference to the effect on the firm as 0 
a whole. In the case of a going concern, & "ss 
it is extremely likely that the total § will 
costs of the firm and its total income ‘iff 
will be considered to be the significant Mer 
factors rather than the calculated re §j ‘a 
sults of each of the parts of the firm § ™ak 
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For, the firm has known markets, in 
which it obtains known prices, yield- 
ing a net profit the approximate size 
of which is known; any event or pro- 
posal or event involving variations in 
the known figures can be translated 
into a variation in the result far more 
directly and economically by reference 
to aggregate costs and income than by 
reference to the arbitrary costs and 
profits from each product. In effect 
this means that marginal cost and 
marginal revenue of the firm are more 
to the point than average total costs 
of products. 


(c) Further still, it is doubtful 
whether average total cost has any 
bearing on price when a reduction of 
output occurs or is contemplated. In 
this case, the fixed cost per unit of 
product rises, suggesting the necessity 
to raise prices. This, of course, is quite 
the reverse of the appropriate action 
as businessmen see it; for, when de- 
mand falls the reaction is to seek ways 
of supporting it, and one of the most 
effective ways to do this is to reduce 
prices, This effect of absorption cost- 
ing has long been recognised but it 
has not led to any marked aversion to 
the method. 


Marginal cost v. full cost in Economics 


Many economists have speculated 
about the manner in which prices and 
outputs are determined. In fact there 
is scarcely anything in the literature 
of cost accounting comparable with 
the argument and counter-argument 
among economists aimed at elucidating 
the facts and processes behind price 
and output decisions. It will be useful 
briefly to consider two alternative ex- 
planations of the way in which prices 
and outputs are determined, even at 
the risk of understating the cases for 
and against either. 


One school assumes that the busi- 
lessman seeks to maximise profits. He 
will, therefore, at any time adopt a 

erent course of action than for- 
merly if the gain arising from the 

ige exceeds the cost involved in 
making it. In particular, for example, 
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he will increase his output if the 
revenue obtained from the sale 
of additional output (his marginal 
revenue) exceeds the cost of that out- 
put (his marginal cost). The average 
total costs of products, such as cost 
accounting produces, are irrelevant if 
the assumption of profit-maximisation 
reasonably represents the business- 
man’s criterion of action. 


The alternative assumption is that 
businessmen do not deliberately and 
persistently pursue a policy of profit- 
maximisation, but fix their prices by 
applying conventional margins to cal- 
culated average costs. If profit is maxi- 
mised, this is simply an accidental 
outcome of the method adopted. 


It is of some importance to inquire 
whether this is, in fact, the method 
adopted by businessmen, and not 
simply a_ rationalisation of their 
policies, for it appears to make the 
figures produced by absorption costing 
the critical information. 


Some light may be thrown on the 
matter by reference to an empirical 
study of the pricing process, reported 
by Messrs. Hall and Hitch in a paper, 
“Price Theory and Business Behav- 
iour.”'° The authors summarise the 
results of inquiries, by interview and 
questionnaire, of thirty-eight com- 
panies, mainly manufacturers. Thirty 
firms reported that they adhered 
(twelve “rigidly”, fifteen “normally” 
and three “in principle”) to the full 
cost basis of pricing. “An overwhelm- 
ing majority of the entrepreneurs 
thought that a price based on full 
average cost (including a conventional 
allowance for profit) was the ‘right’ 
price, the one which ‘ought’ to be 
charged.””!! 


This observation has three loop- 
holes. Firstly, full cost may be the 
basis of a price decision in a direct or 
an indirect way. If it is the only for- 
mal information put before a business- 





10. Oxford Economic Papers, No. 2, re- 
printed in Oxford Studies in the Price Mech- 
anism, O.U.P., 1951. Subsequent page num- 
ber references are to pages in the latter. 


11. loc. cit., p. 113. 
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man, it is easy to understand that he 
might say it was the basis of his de- 
cision when, in fact, he subsequently 
made calculations of his own in respect 
of the consequences of alternative 
prices; calculations, that is, involving 
comparisons of the additional costs 
and the additional gains from alterna- 
tive decisions. Secondly, “a conven- 
tional allowance for profit” is anything 
but precise. One can easily rationalise 
the inclusion of the profit which did 
in fact arise from a transaction by 
describing it as a conventional allow- 
ance. And, is the conventional allow- 
ance applied rigidly? Only if each 
transaction is expected to yield the 
same (percentage) margin for a given 
class of commodities can it be argued 
that the full cost formula is being 
followed. Thirdly, many entrepreneurs 
may aver that such and such a price 
is the “right” price, the price which 
“ought” to be charged, without in fact 
charging that price. “Right” and 
“ought” have ethical overtones; a 
businessman might be expected to 


describe his practices in terms which 
it is not difficult to justify, and for this 


purpose “full cost” makes a much 
better story than “what the market will 
bear.” 

But the validity of the conclusion 
that price is determined by full cost 
is open to question on the basis of the 
information in the appendix to the 
Hall and Hitch paper. One column in 
the appendix gives the circumstances 
in which the policy of pricing on full 
cost would be departed from. In the 
case of only one company is this 
column empty; the others between 
them, but not individually, give a wide 
range of conditions under which, or 
purposes for which, departure from 
full cost may be justified. When reasons 
are given such as depressed trade, 
pressure of competitive prices, to cap- 
ture new markets, to obtain large 
contracts, etc., it is quite feasible that 
these are the memorable, the critical 
price decisions, the cases in which 
marginal cost and marginal revenue 
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were significant factors. It is alg 
possible that, in respect of many of 
the prices not fixed under special cir. 
cumstances, there was a_ sufficient 
monopolistic element in the market to 
enable a price to be fixed within a 
range of prices, the precise price being 
a matter of indifference to customers, 
If such were the case, it is no more 
likely that prices would be based on 
full cost than on any other principle 
The information given in the table 
and the appendix strongly suggests 
that businessmen are concerned both 
with the effect of a price on the demand 
and with certain cost figures; this 
comes very near to justification of the 
assumption that the businessman seeks 
to maximise profits. And, as has been 
suggested already, this implies that 
marginal cost, not full cost, is the essen- 
tial information. 


What “cost” is relevant? 

The argument so far has not r 
quired a specific definition of what is 
meant by cost. It is necessary to be 
more precise, for an important element 
in the calculations of businessma 
may otherwise be overlooked. 


The appendix to the Hall and Hitch 
paper gives some information on the 
methods by which price is determined 
For example, “Materials + labour + 
overheads + intended profit. Over. 
heads split to departments, then spread 
‘evenly’” (p. 135); or, “Works cost 
+ average selling cost + about 5%. 
Output assumed to be normal. Over- 
heads distributed specifically” (p. 182). 
It is fair to assume from such notes 
that the firms under inquiry follow 
conventional absorption costing. What 
is obtained is the average historical 
cost per product. 


The same idea suggests itself in the 
work of Mr. Andrews.!? Andrews sug- 
gests that the businessman fixes his 
price “by adding a definite margin 
his estimates of the average direct 
costs of producing a particular article” 
(p. 157). Direct costs are those which 
“are entered in the trading account” 

12. P. W. S. Andrews, Manufacturing 
Business, Macmillan, 1949. 
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(p. 86). The trading account, as 
Andrews envisages it, includes only 
material costs, manufacturing wages 
and other obviously direct charges. 
But even though his revenue accounts 
do not follow the form to which 
accountants are accustomed, his case 
is clearly based on the kinds of infor- 
mation which accountants record— 
money outlays and money receipts. 
“.. profit is what is left after main- 
taining intact the financial value of 
the assets. This is valid so long as it 
is understood that ‘value’ there implies 
merely the total of the sums of money 
laid out, i.e. it is a cost-value, and not 
value in the sense of market valuation” 
(p. 34). Andrews notices the “sug- 
gestion that the depreciation charges 
should be increased, in order to take 
account of the rise in replacement cost, 
and that the Inland Revenue should 
recognize such charges for income-tax 
purposes”; he feels “some temerity 
about intervening in a dispute properly 
the business of another profession, but 
it seems to him that those accountants 
who resist the change on the ground 
that it would give a false statement 
of the profit that the businessman has 
in fact earned, are correct” (p. 35). 


Price and real cost 


One who wishes to challenge the 
view that price and output decisions 
are based on historical cost informa- 
tion is, therefore, confronted with 
wveral kinds of opposition. They in- 
dude (1) the assertions of text book 
writers that product costing (on his- 
trical costs) is useful for these pur- 
poses; (2) the kind of information 
wpplied to Hall and Hitch; and (3) 
the opinion of one group of economists. 

is may appear to be a formidable 
array. But there is evidence that some 
businessmen, at least, do not regard 
conventional costs as the proximate 
basis of price decisions. Two short 
extracts will suggest that real cost or 
turrent cost is relevant. 

The only way in which we can maintain 
that part of our capital which is invested in 

ed assets is to recover in the price of our 


products an amount which truly represents 
the wastage in value of our fixed assets at 
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resent day prices . . . Selling prices must 

so fixed as to bear relation to real cost 
(Chairman’s address, 1948, Lever Bros. and 
Unilever Limited.) 

In order to avoid impairment of its capital 
investment, a company should include in its 
basis for computing selling prices a sum 
sufficient to provide the funds necessary for 
the replacement of productive facilities at 
the expiration of their useful life. (Bristol 
Myers Company, 1950 Annual Report.) 


Inventory gains in periods of rising 
prices have not attracted the same kind 
of attention; nor have they been linked 
specifically to the problem of pricing, 
in the reports which have come under 
notice. But the reports of Patons & 
Baldwins Limited and A. G. Healing 
Limited make it clear that the manage- 
ments of those companies take account 
in some way of the replacement costs 
of stocks. 


It is submitted that public statements 
such as are given above are more 
likely to suggest the real method of 
making price decisions than direct in- 
quiries into the relationship between 
costs and prices. In the latter case, 
common conservatism and canons of 
business prudence must be allowed for. 
But, in the case of a public statement, 
in a context in which costs and prices 
are subordinate to the preservation of 
the firm, reticence is not to be expected. 


But support for the argument 
against the relevance of the traditional 
information is not limited to state 
ments of the opinion of businessmen. 
It is possible to demonstrate in a 
reasonably satisfactory manner that 
current costs of all factors or services 
influence the prices of a wide range 
of manufactured goods. 


The case of a monopolist in an in- 
dustry into which entry by new firms 
is difficult presents no problem. It is 
reasonable to suppose that, as there 
are no competitors to force down the 
price, a price will be established which 
will ensure the maintenance of real 
capacity. It will be such that provision 
is made continuously for the replace- 
ment of stocks and equipment. Where 
entry into the industry is not so diffi- 
cult, the firm will still be able to in- 
clude replacement costs in its calcula- 
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tions for pricing purposes, for replace- 
ment costs to the established firm are 
the same as initial costs to new entrants 
into the industry. 


In the case of monopolistic compe- 
tition, whatever the conditions of entry 
into the industry, the same conclusion 
holds. It is only necessary to assume 
that competitors are of different ages, 
and that their plants are therefore of 
different ages, so that there is a more 
or less continuous demand for new 
items of equipment. In any year new 
equipment may have been purchased 
by some firms, and the charge for its 
services, by way of depreciation, will 
be based on its cost. But in the same 
year old equipment will be providing 
the same services for other firms in the 
industry. In general, if fixed assets 
and stocks are acquired at different 
price levels, firms which buy at higher 
prices will sell at higher prices. The 
firm which has the advantage of buy- 
ing at lower prices is unlikely, in the 
assumed conditions, to sell at low prices 
simply because its historical costs are 
lower. Its selling prices will therefore 
approach those of new entrants, or 
those appropriate to the higher pur- 
chase prices of the fixed assets and 
stocks which it or its competitors have 
recently acquired. 


The two conditions dealt with, mono- 
poly and monopolistic competition, 
cover most of the circumstances in 
which calculations of cost are import- 
ant for price and product decisions. 
The general conclusion is that, whether 
or not businessmen are given cost in- 
formation which includes the current 
cost of goods or services used, prices 
will tend to be based on current costs. 
It is thus incorrect to assume that 
price level variations are irrelevant for 
the purposes being considered. 


Objectivity considered 

It may, of course, be contended that, 
even if the above conclusion is correct, 
accountants should limit their atten- 
tion to recorded cost or outlay because 
it is objectively determined. But to do 
so leads to information which is of, 
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say, second-level importance, in the 
sense that it requires further process. 
ing or manipulation in accordance with 
the businessman’s formally imperfect 
knowledge of changes in price levels, 
The result of this processing cannot 
be as objectively appropriate as would 
information derived from incorpora- 
tion in the basic cost record of the 
effects of price fluctuations. The state 
ments which could be obtained by in. 
corporating these effects would, by 
contrast, give information of first 
level importance, in the sense that it 
is in a form appropriate for direct 
use in making decisions. 


Further, the reason given for adher- 
ing to historical cost, its objectivity, 
may be challenged. What is meant by 
the objective determination of figures 
entered in accounts is that they arise 
from transactions “at arm’s length” 
between two parties. It is true that 
the price agreed between two such 
parties may be objective and relevant 
at the time of the transaction. It estab- 
lishes a claim of one against the other 
in an agreed amount, and it represents 
the expectations of the buyer at the 
time of purchase. But thereafter the 
price paid need no longer be relevant; 
the expectations of the buyer may be 
disappointed or exceeded. This may 
come about because the market price 
of the goods or services he has bought 
subsequently falls or rises, as an ex 
pression of the consensus of opinion 
of buyers and sellers at subsequent 
dates. Do the supporters of the his 
torical cost principle claim that a price 
struck between two parties is more 
objective than a current valuation re 
sulting from the consensus of opinion 
of many parties? Given that the de 
ment of time is important, it seems 
rather that a current valuation is more 
objective than historical cost, and more 
relevant; for objectivity surely i 
creases as the number of interested 
parties having like opinions increases, 
and “relevant” surely can only meal 
relevant to particular problems and 
times, not relevant to all problems a 
all times! 


———e 


18. A. C. Littleton, op. cit., p. 182. 
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It may also be contended that the 
view expressed in the first part of this 
section is not in accordance with the 
facts elicited by the F.B.I. inquiry 
qoted for another purpose earlier in 
this paper, and not in accordance with 
the complaints in some annual reports 
that real capital cannot be maintained 
wder existing fiscal policies. But the 
FBI. study included the war years 
in which ordinary commercial practice 
was necessarily suspended. And, in the 
case Of individual firms, it may occas- 
inally happen that prices cannot be 
fixed at a level which provides for the 
maintenance of real capital because 
they are in competition with foreign 
firms which are subsidised or taxed 
less heavily. But even in these cases 
it is useful to know the extent of the 
ss of real capital, so that uninten- 
tional liberality may not contribute to 
further Joss. 


Some conclusions 


The argument may be summarised. 
Conventional product costs, it is 
daimed, are not unequivocal, due to 
the variety of methods for apportion- 
ing common costs. Their derivation is 
dumsy, as it involves changes in the 
apportionments with each change in 
total volume or the volume of each 
commodity produced. They are irrele- 
vant because, to the businessman, the 
frm as a whole is the entity of prime 
concern, They are irrelevant because 
marginal cost, not average cost, is the 
significant magnitude for decision- 
making purposes. They are irrelevant 
because they take no account of the 
current value of services and goods 
tnmsumed in production. It is hard to 
scape the conclusion that Mark Spade 
wrote with some realism when he gave 
the following example of product cost- 


Wood for bassoon .. .... .. 4 
Metal for bassoon .. .. .. 5a 
for bassoon .. .. .. .. 4 

, © 


Making bassoon .. 
8 4 


Total 


4. How to Run a _ Bassoon 
Hamish Hamilton. 





Factory, 
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Actual total cost of bassoon £29 9 6 


Therefore overhead 
(lighting, heating, 
staff, rent, rates, direc- 
tors’ fees, experts’ salar- 
ies, sales staff, insurance, 
assurance, loss on canteen 
money stolen by cashier, 
loss on investments, de- 
preciation of plant, ete.) 29 1 2 
There is here a proper regard for 
the direct costs and a (proper?) dis- 
dain for all the other costs. 
Of positive conclusions there are two. 


The businessman needs to know the 
costs and gains which arise from any 
change in output, combination of pro- 
ducts, prices or other features of the 
firm’s operations. In effect this means 
that, to the extent that he is interested 
in cost of production, he is directly in- 
terested in marginal cost, not average 
total cost. Costs need therefore only to 
be allocated to products in so far as 
they can be identified with products. 
The time and ingenuity often spent in 
calculating apportionments of common 
costs could more profitably be spent in 
calculating the costs of alternative 
courses of future action, so that man- 
agement would have more to go on than 
single-valued reports on past action. 


Secondly, the businessman needs to 
know the current cost of the goods or 
services being consumed in production, 
for unless his decisions take cognisance 
of current costs there can be no assur- 
ance that real capital will be main- 
tained. This does not mean that the 
selling prices of all the commodities 
produced by a firm are influenced by 
the current values of its fixed assets; 
the demand for some commodities may 
be more susceptible to change with 
changes in price than the demand for 
others, in which case the appropriate 
reaction to a rise in costs is to raise 
the price of the former less than the 
price of the latter. But whatever prices 
are established, and whatever products 
are produced in whatever combination, 
a businessman has a greater need to 
know the current costs of goods con- 
sumed and plant service used than to 
know the amounts originally laid out 
to procure them, if he expects to remain 
in business, 
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Costs and efficiency 


Nothing has so far been said of one 
of the managerial problems for which 
the calculation of purely historical costs 
is relevant, the measurement of organ- 
isational efficiency and the control of 
costs. The introductory pages of books 
on eosting include the measurement of 
efficiency among the services which cost 
accounting provides. But one is left to 
assume that substantially the same pro- 
cesses of aggregation and apportion- 
ment which give product costs also pro- 
vide the means for controlling costs and 
determining efficiency. The treatment 
of manufacturing expense budgets in 
many books on budgeting follow the 
same pattern. The costs of running 
the manufacturing and merchandising 
divisions of a firm are obtained by 
adding to the costs directly identifiable 
with departments allocations of costs 
incurred for the benefit of many de- 
partments in common. Does this pro- 
cedure give useful measures of effi- 
ciency or promote the centrol of costs? 


Those who believe it does argue in 
the following way. If costs can be 
traced to the points at which they are 
incurred, they can be treated as the 
responsibility of the supervisory per- 
sonnel at those points. All costs should 
be borne ultimately by products, but 
the indirect costs may, at an inter- 
mediate stage in the calculation of 
product costs, be made to fall on the 
several departments of an organisation. 
These costs are therefore the basis 
efficiency 


upon which departmental 
may be tested. 


There are some rather loose connex- 
ions in this case. It is obviously not 
true that prorated costs are the respon- 
sibility of a departmental supervisor 
or manager. He has no say, either as 
to the amount spent or the proportion 
allocated to his department, in respect 
of the majority of items which com- 
monly appear in a departmental ex- 
pense account or budget. It is ques- 
tionable, therefore, whether he can be 
expected to assume responsibility for 
them. Confidence in the information 
supplied and in the equity of the allo- 
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cations has much te do with the 
effectiveness of cost statements for the 
purpose of controlling costs. An ex. 
ample of lack of confidence came under 
notice some years ago in a large firm 
which supplied its departmental exe 
cutives with monthly statements of 
budgeted and actual costs. The ip 
direct expenses were allocated to de 
partments on the basis of a fixed 
amount per direct labour hour. The 
departments frequently worked over. 
time, so that month after month these 
departmental executives received re 
ports showing overhead costs much in 
excess of budgeted overheads. This 
they could not understand, for when 
the annual summaries were subse 
quently supplied the results were much 
more favourable to each than the 
monthly statements had led them to 
believe. The works department execv- 
tives were pleasantly derisory towards 
the costing department and its state 
ments, and in such circumstances it 
was not to be expected that the state. 
ments would be used as a guide to 
directions in which costs could bk 
reduced. 


Secondly, to attempt to control costs 
by the use of statements involving 
apportionments is likely to distract 
attention from the fact that appor 
tioned costs are incurred as lump-sum 
outlays. These outlays arise on the 
exercise of the authority of some per- 
son other than those in charge of de 
partments to which they are subse 
quently allocated as costs, and it is 
therefore equitable that the authorising 
person should bear the responsibility 
rather than departmental executives. 


Thirdly, it is also possible that the 
diffusion of a specific cost by appor- 
tionment to departments may lead t 
disregard of significant changes in ils 
amount. This may occur because whet 
it is divided none of its parts is 
significant in amount as the whole 
would be, or because each such part 8 
relatively unimportant by compariso 
with the aggregate in which it is i 
cluded. 


These observations suggest the cel 
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FORMAL BASIS OF BUSINESS DECISIONS 


dusion that, for the measurement of 
eficiency, apportionment is often in- 
equitable, and for the control of costs 
apportionment is unnecessary. One 
can agree with the commonly stated 
maxim that the control of costs should 
be based on the structure of an organ- 
isation, provided this means that the 
authority to incur expenditure, not the 
departments over which an expenditure 
can be spread, is the determinant of 
responsibility. 


V 
GENERAL CONCLUSIONS 


This being the last of this series of 
lectures, it appears to be desirable to 
summarise the conclusions which have 
been reached. 


In the first lecture an attempt was 
made to show that accounting is a 
service function, providing informa- 
tion for the management of the finan- 
cial aspects of business. Its logic must 
therefore be based on the logic of 
business. Any accounting practice 
which interferes with the right of the 
users of accounting statements to exer- 
cise their judgment on the basis of the 
facts of business should therefore be 
abandoned. On this ground conservat- 
ism was challenged and disclosure was 
considered to be a matter of managerial 
policy, not an accounting doctrine. 


The second lecture dealt with the 
kinds of information deemed to be 
necessary to financial and other sup- 
porters of business organisations, In- 
telligent participation can only be ex- 
pected if investors, creditors and other 
parties are put in possession of ade- 
quate information. It was argued that 
accounts compiled on the conventional 
basis are inadequate, as they do not 
represent the firm at the time when 
they are prepared, except in a static 
tonomy. The financial statements were 
regarded as expressing the formal con- 
titions of participation, and, since the 
historical cost basis leads to distortion 
of the capital and debt structure of 
frms, (a) investors may well make 
Mappropriate decisions and (b) other 
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parties may exert unwarranted pres- 
sures on business firms. Participants 
need therefore to be informed of the 
impact of changes in the general level 
of prices on the financial structure and 
results of the firms they support. 

This lecture has been concerned with 
the internal use of accounting infor- 
mation. Consideration of the informa- 
tion provided by the financial accounts 
led to the conclusion that the same kind 
of information deemed to be needed 
by external parties is also needed by 
businessmen for their purposes. Ac- 
counting statements based on current 
costs were considered to be directly 
relevant, whereas accounting state- 
ments based on historical cost tend to 
become less and less relevant as time 
passes and conditions change. This 
view was supported by the practices 
and statements of businessmen them- 
selves. Turning to cost accounts and 
the uses they are said to serve, the 
same conclusion was reached: current 
costs are the appropriate basis for, 
and marginal costing is the appropriate 
process for deriving cost information 
which is to be used in making business 
decisions. For most purposes the ap- 
portionment of costs seems to be 
pointless and time could more profit- 
ably be spent in making studies of 
specific activities independently of the 
accounting framework. 

The whole study suggests two 
thoughts which are worth setting down 
against the possibility that some may 
believe that the answers to all the 
questions raised have been given— 
either in these lectures or in the work 
of those who take opposite views. 

The first is that parts of the fields 
of study of accounting and economics 
are concerned with the same things: 
the facts of business and the behaviour 
of business firms and businessmen. It 
seems strange that accounting and 
economics have for so long proceeded 
on quite different assumptions as to 
the information which is relevant to 
businessmen, For the sake of the de- 
velopment of both it seems desirable 
that there should be greater inter- 
course between accountants and eco- 
nomists; or, to stay closer to home and 
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to be more specific, accountants should 
perhaps take a more lively interest in 
the economic theories of the behaviour 
of business firms. 

The second thing that emerges is 
that very little empirical work has been 
done on the ways in which business- 
men use the information they are given, 
and on the kinds of information they 
would like to have. Superficial study 
is not enough; assumption is not 


enough. Careful and patient field work 
will be required to establish the way 
in which formal information is use 
or modified by knowledge or impres 
sions gained otherwise, and to discover 
what criteria businessmen in fact adopt 
when making their decisions. The 
justification of accounting practica 
must remain in doubt as long as there 
are gaps in knowledge of the par 
accounting information plays in deci- 
sion-making. 





NEWS AND NOTES 











Australian Society of Accountants 


VICTORIAN DIVISION 


Family circle discussion 


At the March discussion the subject of Loss 
of Profits Insurance was dealt with by Mr. 
L. M. McLean who for approximately twenty 
years was with the Royal Insurance Co. Ltd., 
rising to be senior inspector. Mr. McLean is 
now with L. G. Norman & Cartledge, Char- 
tered Accountants (Aust.), advising clients on 
insurance matters. 

The speaker dealt with the history of this 
type of insurance from its early beginnings 
prior to World War I. He led his audience 
through the complexities of the subject and 
showed the important work the accountant 
could do to ensure that the risk was ade- 
quately covered. 


March luncheon 


At the March luncheon Dr. R. 8. Andrews, 
D.Se., M.I.Chem.E., F.R.A.C.I., Chairman and 
Managing Director of the Gas and Fuel Cor- 
poration of Victoria, spoke on Gasification of 
Brown Coal in Victoria. The speaker told 
members of the tremendous project under- 
taken by the Corporation at Morwell to make 
gas from brown coal. 


H. P. Ogilvie memorial prize 


Mrs. H. P. Ogilvie has generously donated 
the sum of £100 to endow an annual prize for 
the candidate gaining the highest marks in 
Income Tax in Victoria. 

The late Mr. H. P. Oglivie, in whose memory 
the prize has been endowed, was prominently 
identified with the development of the ac- 
counting profession over a great number of 

ears and at the time of his death in Decem- 

r 1953 was a member of the Victorian Divi- 
sional Council. 
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Ballarat Branch 

The third annual general meeting of men. 
bers of the Ballarat Branch was held on 2%! 
February 1956. The following members wer 
re-elected to Branch Council: Messrs. Robert 
Brown, J. E. F. Hewitt, R. D. Mosman and F. 
V. Vawdrey. The retiring Auditor, Mr. J.B 
Corbet, was also re-elected. 


The meeting was under the chairmanship 
of Mr. J. E. F. Hewitt, Chairman of Brand 
Council and was attended by forty memben 
of the Branch. 


After the meeting a dinner and social eve 
ning was held at the Ballarat Wattle, wher 
Mr. G. E. Fitzgerald, President of Genenl 
Council, members of Victorian Divisional Couw- 
cil and Geelong Branch were present with: 
representative group of guests from local bus- 
ness and financial organisations. 


After welcoming the guests Mr. Hewitt pre 
sented an interesting paper summarising 
growing importance of the accountant in pre 
sent day commerce. Mr. G. E. Fitzgerald gar 
an informative address in which he trace 
the progress of the Society, mentioning thst 
the present rate of increase of membership d 
approximately 74 per cent. was still inade 
quate to meet the increased call for accoutt 
ants in industry and commerce. Mr. Fit 
gerald explained that the Society in Victors 
was seeking registration of accountants 
safeguard the public and not as a device fr 
creating a professional monopoly. He cot 
cluded with a most interesting summary @ 
recent amendments to the Victorian Compamé 
Act and discussed the current proposals fo 
a new Act to replace the existing one. 
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NEWS AND NOTES 


NEW SOUTH WALES DIVISION 
Annual Divine Service 
The third Annual Divine Service of the ac- 
euntancy and secretarial professions in New 
South Wales was held in St. Andrew’s Cathed- 
rl on Tuesday, 14 February, at 5.30 p.m. 
The Lessons were read by Mr. E. A. Bur- 
ley, F.A.S.A., F.C.1.S., Chairman of the New 
South Wales Divisional Council of the Char- 
tered Institute of Secretaries, and Mr. W. H. 
Newton, F.A.S.A., A.C.A.A., State President of 
the Australasian Institute of Cost Accoun- 
tants. The prayers were conducted by the 
Rev. C. Denis Ryan, B.A., A.A.S.A., A.C.LS., 
President of the Australian Council of the 
World Council of Churches, and the Right 
Reverend Dr. W. Cumming Thom, Moderator 
of the Presbyterian Church of Australia, de- 
livered the Address. As in previous years the 
Service was very well attended by members 
of the profession. 


Coming events 

April 13, 14 and 15: Accounting convention 
—Tamworth. 

April 18: Members’ luncheon, Trocadero— 
12.50 p.m. Guest Speaker, Mr. W. I. Miskoe, 
Chairman and Managing Director of the Lin- 
cln Electric Co. (Aust.) Pty. Ltd. 

May: A series of four lectures on Financing 
a Business Enterprise. 

May 23: Members’ luncheon—Trocadero. 

June 6: Divisional Ball—Trocadero, 8.30 
pm. to 12.30 a.m. 


Neweastle Branch 


The third annual meeting of the Newcastle 
Branch was held at the Mara-Lynne House, 
26 Belford Street, Broadmeadow. 

In moving the adoption of the annual report 
the Branch President, Mr. P. C. Wyatt, stated 
that he felt the Branch had had a very suc- 
cessful year and he thanked the members for 
the support they had given to the activities 
of the Branch. The retiring Councillors, 
Messrs. B. T. Colditz, D. G. McDougall, J. C. 
Mead, H. H. Walls and the Auditor, Mr. A. 
D. Brigden, were re-elected to office. 

The formal meeting was preceded by a 
technical session entitled Management Ac- 
counting, at which Mr. C. R. Hicking, F.A.S.A., 
presented a review of four papers on Manage- 
ment Accounting, which had been delivered to 
members in Sydney towards the end of 1955. 

commentators were Dr. W. E. Clegg, 
(Hon.)D.Sc., F.C.A.A., M.LE.(Aust.), Director 

monwealth Steel Co. Ltd., and Mr. Robert 
H. Hodges, A.A.S.A., A.C.LS., Assistant to 
Works Secretary, Broken Hill Proprietary Co. 
ltd., Newcastle. 

The annual dinner for members of the 
Branch was held after the annual meeting. 
The Deputy Lord Mayor, Alderman Ed- 
munds, kindly substituted at short notice for 
the Lord Mayor, Alderman D. G. McDougall, 
PAS.A., who was prevented from attending 

use of illness. Alderman Edmunds pro- 
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posed the toast to the Australian Society of 
Accountants, and the State President, Mr. E. 
A. Cupit, responded. The toast to the visitors 
was proposed by the Deputy Branch Chair- 
man, Mr. J. C. Mead, and a number of guests 
responded. 


Wollongong Branch 

The third annual general meeting of the 
members of the Wollongong Branch was held 
at the Illawarra Leagues Club on Wednesday, 
29 February. 

During the past year the membership of the 
branch increased from 60 to 69 members and 
four lectures were held during the year as 
well as an annual dinner. Messrs. M. P. 
Hennessy, A.A.S.A., and B. F. Waldrom, 
A.A.S.A., were elected to the Branch Council 
and Mr. A. P. Fleming, A.A.S.A., was re- 
elected Auditor for the ensuing year. The 
State President, Mr. E. A. Cupit, attended the 
meeting and explained the various ways in 
which the ou | was assisting members and 
students in furthering the aims and objects 
of the Society. 

At the conclusion of the formal business 
Mr. K. O. Humphreys, Chartered Accountant 
(Aust.), gave a very interesting address on 
Finance for Business. 


Personal 

Mr. C. D. Steward, A.A.S.A., has been ap- 
pointed Accountant of W. Y. Hunt Motors 
Pty. Ltd., 283 Princes Highway, Banksia, 
N.S.W. 

Mr. R. A. Hurst, A.A.S.A., has commenced 
public practice at 114A Rowe Street, East- 
wood. 


SOUTH AUSTRALIAN DIVISION 


Bowls evening 

A bowls evening was held at the Adelaide 
Bowling Club on Thursday, 1 March. Twenty- 
four members of the Division played a match 
with members of the Club, the game being 
won by our members, 85 to 77. 

The State President, Mr. L. A. Braddock, 
thanked the President and members of the 
Adelaide Bowling Club for making their facili- 
ties available, and expressed the wish that 
the evening might become an annual event. 


Port Pirie weekend convention 

Arrangements are well in hand for the 
weekend convention to be held at Port Pirie 
from 25 to 27 May. 

Members will have received a circular deal- 
ing with the convention, and it is imperative 
that early information be received by the 
organising committee of those wishing to take 
part in this convention, in order that satis- 
factory accommodation and other arrange- 
ments can be made. 

The programme has been so arranged as 
to permit members certain periods of relaxa- 
tion. In addition to hardcourt tennis, arrange- 
ments are being made for members interested 
to inspect the Broken Hill Associated Smelters 
ee the new uranium treatment works at Port 

rie. 
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Divisional Council is most anxious that this 
function should be a success, and enlists the 
support of members to this end. 

Personal 

Mr. H. F. Clarke, A.A.S.A., has resigned 
from the position of Secretary of Thomas & 
Wall Limited to accept an appointment with 
the Ford Motor Company Limited, Geelong, 
Victoria. 

Mr. D. Lauder, A.A.S.A., has been appointed 
Secretary of Thomas & Wall Limited. 

Mr. M. J. Shertock, A.A.S.A., has accepted 
a position with Kelvinator Australia Limited, 
Keswick. 

Mr. H. G. Edwards, A.A.S.A., has been ap- 
pointed to the Administrative Office, Radium 
Hill, South Australia. 


TASMANIAN DIVISION 


Luncheon meeting 

On Wednesday, 29 February, a luncheon 
meeting was held at The Continental, the 
guest speaker for the occasion being Professor 
Sir Alexander Fitzgerald, who was visiting 
Hobart as Chairman of the Commonwealth 
Grants Commission. 


Australasian Institute 


GENERAL COUNCIL 

Reference was made in the last issue to 
the annual general meeting of the Institute 
and the annual conference of General Coun- 
cillors. These functions have been put back 
one week. General Council will meet in South 
Australia on 7 and 8 June and the annual 
meeting of the Institute will be held on Thurs- 
day, 7 June. General Councillors from all 
Divisions will greatly appreciate an oppor- 
tunity of meeting South Australian members, 
who are particularly requested to attend the 
annual meeting. The Australian President, 
Mr. C. B. Villiers, F.C.A.A., will preside. 


VICTORIAN DIVISION 

Annual meeting 

The annual general meeting of the Victorian 
Division was held in Melbourne on 28 March, 
the business being formal. The Victorian 
President, Mr. A. J. F. Sutherland, presided. 
The accounts for 1955 were adopted and re- 
tiring Councillors, Messrs. M. V. Anderson, 
J. E. Morten and D. M. Cronin were re-elected. 
Mr. R. R. Crozier, A.C.A.A.(Prov.), was re- 
elected Divisional Auditor. 
Discussion group 

A discussion group on the subject of Stan- 
dard costs held three meetings in March and 
April, and was attended by a small but 
enthusiastic group of members. The speakers 
and their subjects were: Mr. R. L. Rowe, 
Standard Material Costs; Mr. A. H. Blamey, 
Setting and Operation of Labour Standards, 
and Mr. B. W. B. Ruffels, Standard Costing 
for Expense. Members who attended were 
unanimous in their appreciation of the bene- 
fits obtained through these discussion groups. 
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Professor Fitzgerald gave an im 
address on the history, development and g 
lems of the Grants Commission. The 
President, Mr. D. W. Tapping, was in 
chair, and the function was attended by 
Hon. J. L. Madden, M.H.A., State Tre: 
Mr. K. J. Binns, Under Treasurer, and) 
L. V. Bellis of the Treasury Department, 


Research activities f 
The Division at present is carrying o 
search into the subject of Validity of | 
Term Profit Statements, and any m 
desirous of participating in this activi 
invited to communicate with the State 

trar. 


WESTERN AUSTRALIAN DIVISIO 


Scholarship winners 

The prize winners of the Western Austr 
Division’s Scholarship, based on the Uni 
sity Junior Examination, were as fe 
First place, Miss L. A. Olsen; second 
Master F. L. Mastaglia; third place, M 
B. Middleton. 

There were 118 entrants for the sd 
ship this year. 


of Cost Accountants 


The interchange of ideas and practical exp 
ences with other cost accountants is invalu 
Factory visits 

A party of members was able to visit 
plants of Repco Ltd. and Australian G 
Manufacturers Ltd. We extend our than 
the managements concerned for their cow 
in permitting these visits, which are of g 
value to those able to attend. 
New Councillor 

At the February meeting of the Co 
Mr. R. O. Thiele, Accountant, Daylesford ¢ 
tenary Woollen and Worsted Mills, was 
ted to the Council to fill the casual vae 
caused by the resignation of Mr. A. 0. § 
son. Mr. Sorenson’s resignation was a 
loss in view of his great experience, botl 
Victorian and Australian President. We 
come Mr. Thiele who has acted as a co 
member for some time, and is already ag 
ing with examinations and library work.) 


WESTERN AUSTRALIAN DIVISION 

The annual general meeting of the Wes 
Australian Division was held at the 
Theatrette, Perth, on 28 March. The © 
man was Mr. E. H. Jones, State Presi 
The report and accounts for 1955 were adop 
and Mr. R. Goyne Miller was 
Divisional Auditor. After the meeting, ® 
were shown and refreshments provided 
the members who attended. The annual 
reveals a further years progress and 
interesting to learn of the steady growt 
membership over the past eight years, 
has resulted in a membership figure now 4 
that of 1948. Mr. W. H. Duirs has 2 
General Councillor. 
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